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In the incorporation of a 
new company, we bring the 
attorney complete comparative 
information as to requirements, 
costs, restrictions and advan- 
tages under the laws of various 
states, that he may select 
scientifically the one best state 
for his client’s purposes; we 
investigate in advance the 
availability of the proposed 
corporate name so there will 
be no trouble or delay when 
the papers are ready to file; 
we bring him precedents, court 
decisions, statutes, and any 
other information necessary to 
help him prepare the incorpo- 
ration papers on the soundest, 
most complete lines, or we 
draft the papers ourselves for 
hig approval; when papers are 
approved we file and record— 
in !whatever state, territory or 
province has been selected— 
and take all the steps required 
in that jurisdiction, furnish 
temporary incorporators and 
hold their first meeting, elect- 
ing the directors and adopting 
the by-laws as instructed by 
the attorney, and opening the 
Minute Book in proper order. 
After incorporation we main- 
tain the office or agent required 
in the state and, where re- 
quired by the state, keep the 
duplicate stock ledger, and in- 
form the attorney in advance 
throughout the year of all 
state taxes to be paid or re- 
ports to be filed to maintain 
the corporation’s standing in 
the state, and of dates for 
stockholders’ meetings, holding 
such meetings upon the attor- 
ney’s instructions. 

Similarly, in qualification of 
foreign corporations, this com- 
pany furnishes extracts from 
the statutes and leading court 
decisions on which the attor- 
ney may judge as to necessity 
for qualification in any state; 
if it is decided that qualifica- 
tion is necessary, no matter in 
what state or states, we fur- 
nish all required forms and in- 
formation, and attend to all 
details and furnish the statu- 
tory office or agent. 
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farthermost state or territory, or 
any Canadian province, as it is in 
his own home state. The offices 
and representatives of The Cor- 
poration Trust Company in every 
state and territory of the United 
States and every province of Can- 
ada constitute virtually that many 
extensions of each lawyer’s own 
office when he has any corpora- 
tion matter to be acted upon. 
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Business Reorganizations and the 
Income Tax Law 


By LELAND T. ATHERTON* 


N most business reorganizations which take place 

today, one of the most important and troublesome 
problems which arise is how to accomplish the desired 
result with the least income tax liability to the parties 
involved. Prior to the enactment of the Revenue Act 
of 1918 the earlier acts contained no specific provisions 
relating to the transfer of property from one corpora- 
tion to another, or the exchange of stock for stock in 
reorganization. 

The Bureau of Internal Revenue in 
its earlier rulings adopted an attitude 
almost always more favorable to the 
Government than to the taxpayer. It 
was not until the United States Su- 
preme Court had enunciated the prin- 
ciple that the substance rather than 
the form of transactions should con- 
trol, that the Bureau relinquished its 
narrow construction of the statutes 
and assumed a more liberal attitude 
towards business reorganizations. 
Legislation subsequent to the act of 
1918 was undoubtedly influenced by 
earlier court decisions, and Congress 
seems to have sought a means to aid 
bona fide business readjustments and 
reorganizations. Despite its apparent 
liberal attitude in these matters, it has 
been deemed necessary to revise the 
various acts so that the application of 
the tax-free exceptions affecting such 
transactions, are restricted to those 
exchanges and transfers that Con- 
gress evidently intended only should be tax-free. Some 
so-called loopholes in the previous acts have been 
closed. The principle which undoubtedly prevails in 
the tax-free exceptions of the reorganization provisions 
of the statute is that no gain or loss shall be recognized 
in reorganizations until the transactions have become 
closed in such a way as to result in the parties receiv- 
ing property substantially different from that which 





_*Of Chadbourne, Hunt, Jaeckel & Brown, Attorneys at Law, 
New York City; member of the Bar of the State of New York 
and of the District of Columbia; formerly Chief Conferee, Income 
lax Unit; Washington, D. C. 
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they held before the readjustments. In other words, 
under the statute exchanges and transfers may be 
effected in such a way that no gain or loss is recog- 
nized for tax purposes with respect to the intermediate 
steps in the plan of reorganization. Unless the inter- 
mediate steps are accomplished in such a way as to 
come within the statutory exceptions a taxable gain 
may result. 

This article will discuss Sections 
112 and 113 of the Revenue Act of 
1928, which cover tax-free exchanges 
made pursuant to a plan of reorgani- 
zation, and which provide what shall 
be the basis for computing gain or 
loss when stock or property received 
in exchange is subsequently sold. A 
proper understanding of the provi- 
sions of the present act cannot be 
had, however, without some knowl- 
edge of the facts and decisions of 
the United States Supreme Court in 
those early cases which seem to have 
influenced the draftsmen of the last 
two revenue acts. A brief survey of 
these decisions will now be presented. 

Accordingly, the first case to be dis- 
cussed will be United States v. Phel- 
lis, 257 U. S. 156, 42 Sup. Ct. 63, 3 
Am. Fed. Tax Rep. 3123. This case 
arose under the Revenue Act of 1913. 
The taxpayer was a stockholder in a 
New Jersey corporation; and as a 
result of a reorganization he and each 
stockholder in the New Jersey corporation received 
two shares of stock in a Delaware corporation which had 
heen organized pursuant to a plan of reorganization. 
The reorganization was accomplished by the New Jer- 
sey corporation transferring all of its property to the 
new Delaware corporation in exchange for stock and 
other securities of the latter company. The transferor 
company remained in existence as a holding company, 
and the taxpayer and other stockholders of the New 
Jersey corporation did not surrender their sharehold- 
ings in that company. The personnel of the stock- 
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holders and officers of the two corporations was iden- 
tical. Immediately prior to the reorganization the fair 
market value of the stock of the New Jersey corporation 
was $795 a share, and its fair market value immediately 
after the execution of the contracts between the two 
corporations was $100 a share. The fair market value 
of the stock of the new Delaware corporation distrib- 
uted as aforesaid was $347.50 a share. The Commis- 
sioner of Internal Revenue held that the shares of stock 
received by C. W. Phellis in distribution was income 
in the amount of $347.50 for each share distributed to 
him, and assessed an additional tax accordingly. 

The Court of Claims, observing that claimant’s shares 
of stock in the New Jersey corporation were worth on 
the market, prior to the transfer and dividend, precisely 
the same that the same shares plus the Delaware com- 
pany’s shares received by him were worth thereafter, 
and that he did not gain any increase in the value of 
his aggregate holdings by the operation held that the 
whole transaction was to be regarded as merely a finan- 
cial reorganization of the business of the company, pro- 
ducing to him no profit and hence no income, and that 
the distribution was in effect a stock dividend non-tax- 
able as income. 


The United States Supreme Court held that the dis- 
tribution represented a taxable dividend to the dis- 
tributees. Its decision was based on the finding that a 
new corporation was organized under the laws of a 
different state, and that its stockholders thus acquired 
property, rights and interests materially different from 
those incident to ownership of stock in the old company 
when they received the shares of stock of the new com- 
pany. The court said significantly, that it would be 
erroneous to test the question whether an individual 
stockholder derived income in the true and substantial 
sense through receiving a part in the distribution of the 
new shares, by regarding alone the general effect of 
the reorganization upon the aggregate body of stock- 
holders. The liability of a stockholder must be tested 
by the effect of the transaction upon him. 


Under Section 112 (i) of the present Revenue Act, 
the transfer by the New Jersey corporation of all its 
property to the Delaware corporation, would constitute 
a reorganization, and both corporations would be deemed 
parties to the reorganization. The definition of a 
reorganization in the new law is even broader and 
provides that a reorganization is accomplished by a mere 
change in identity, form or place of organization. 

Furthermore, under Section 112 (b) (4) of the pres- 
ent Revenue Act the transfer of assets by the Dupont 
Company of New Jersey to the Dupont Company of 
Delaware in exchange for stock and securities of the 
transferee would be tax-free, because both corporations 
would be considered parties to the reorganization. 
Neither would any taxable gain be recognized to the 
stockholders of the New Jersey corporation under Sec- 
tion 112 (g) of the present law upon their receipt of 
stock of the Delaware corporation. 


The Phellis case was followed by the case of Rocke- 
feller v. U. S. and the case of the New York Trust 
Co. v. Edwards, 42 Sup. Ct. 68, 257 U. S. 176, 3 Am. 
Fed. Tax Rep. 3128. These cases were argued to- 
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gether, turn upon like facts, and were disposed of, in 
the same opinion. 

Both cases involved income taxes assessed under the 
Revenue Act of 1913 on certain distributions of corpo- 
rate stocks received by the respective taxpayers under 
circumstances hereinafter related. 


The stockholders of The Prairie Oil & Gas Company, 
a Kansas corporation, and the Ohio Oil Company, an 
Ohio corporation, because of the decision of the United 
States Supreme Court in The Pipe Line cases, 234 
U. S. 548, and for other practical business reasons, 
caused separate pipe line companies to be organized. 
The Prairie Pipe Line Company was organized under 
the laws of Kansas, and all of the pipe line property of 
The Prairie Oil & Gas Company was transferred to it 
in consideration of the issue and distribution of the 
entire capital stock of the new company direct to the 
stockholders of the old company pro rata. Similarly, 
the Illinois Pipe Line Company was organized under 
the laws of Ohio, to which all the pipe line property 
of the Ohio Oil Company was transferred in considera- 
tion of the issue to it of the entire capital stock of the 
new company, which was to be distributed at once by the 
old company to its stockholders pro rata. The arrange- 
ments were promptly carried out. 


In each case, the oil company had a surplus in excess 
of the stated value of its. pipe lines and of..the par 
value of the total stock of the corresponding pipe line 
company ; so that the transfer of the pipe lines and the 
distribution of the stock received for them left the cap- 
ital of the respective oil companies unimpaired and re- 
quired no reduction in their outstanding issues. 

Income tax assessments for the year 1915 were im- 
posed upon Messrs. Rockefeller and Harkness, based 
upon the value of the stocks received by them as 
dividends. 


The court said: 


Under the facts as recited we deem it to be too plain for 
dispute that in both cases the new pipe line company shares 
were in substance and effect distributed by the oil company 
to its stockholders; as much so in the case of the Kansas 
company, where the new stock went directly from the pipe 
line company to the stockholders of the oil company, as in 
the case of the Ohio company, where the new stock went from 
the pipe line company to the oil company and by it was 
transferred to its stockholders. Looking to the substance of 
things the difference is unessential. In each case the con- 
sideration moved from the oil company in its corporate ca- 
pacity; the new company’s stock issued in exchange for it was 
distributed among the oil company’s stockholders in their in- 
dividual capacity, and was a substantial fruit of their owner- 
ship of stock in the oil company, in effect a dividend out of 
accumulated surplus. 

The facts are in all essentials indistinguishable from those 
presented in United States v. Phellis * * *. In these cases, as 
in that, * * * there was apparently little but a reorganiza- 
tion and financial readjustment of the affairs of the companies 
concerned * * *. As in the Phellis case, the adoption of the 
new arrangement did not of itself produce any increase of 
wealth to the stockholders, since whatever was gained by each 
in the value of his new pipe line stock was at the same 
moment withdrawn through a corresponding diminution of the 
value of his oil stock. Nevertheless the new stock represented 
assets of the oil companies standing in the place of the pipe 
line properties that before had constituted portions of their 
surplus assets, and it was capable of division among stock- 
holders as the pipe line properties were not. The distribution, 
whatever its effect upon the aggregate interests of the mass 
of stockholders, constituted in the case of each individual a 
gain in the form of actual exchangeable assets transferred to 
him from the oil company for his separate use in partial 
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realization of his former indivisible and contingent interest 
in the corporate surplus. It was in substance and effect, not 
merely in form, a dividend of profits by the corporation, and 
individual income to the stockholder. 

If the above transactions had taken place under the 
present revenue act the individual stockholders would 
not be taxable on the shares of stock in the pipe line 
companies received by them. The oil companies and 
the pipe line companies would be deemed parties to a 
reorganization as defined in Section 112 (i) ; no taxable 
gain would be recognized to either corporation under 
Section 112 (b) (4); and the distributees of the stock 
of the pipe line companies would be tax-free under 
Section 112 (g). 


Court Interpretation in the Cullinan Case 

In another case, Cullinan v. Walker, 43 Sup. Ct. 495, 
262 U. S. 134, 3 Am. Fed. Tax Rep. 3193, the United 
States Supreme Court again disregarded the practical 
effect of a reorganization and held that in a legal sense, 
Cullinan, who was a stockholder in the Farmers’ Pe- 
troleum Company which had been dissolved to accom- 
plish a reorganization, realized a taxable gain when he 
received stock and securities in three corporations which 
had been organized by the trustees in liquidation of the 
Farmers’ Petroleum Company pursuant to the plan of 
reorganization. 


The reorganization had been undertaken in order to 
separate the pipe lines from the producing properties, 
and for other business reasons. Farmers’ Petroleum 
Company was a Texas corporation with a capital stock 
of $100,000. Cullinan owned 26.64 per cent of its 
stock for which he had paid $26,640 in cash. The com- 
pany was dissolved in 1915, and in 1916 the trustees 
in liquidation organized two Texas corporations, Re- 
public Production Company, a producing concern, and 
American Petroleum Company, a pipe line concern. 
The trustees transferred to these new companies the 
assets held by them, one-half to each company. They 
received from each of the new companies in exchange 
$1,500,000 par value of its stock and $1,500,000 par 
value of its bonds, being the total issues. The trustees 
also organized a third company, American Republics 
Corporation, under the Delaware laws, as a holding 
company. They transferred to the Delaware company 
all the capital stock of each of the new Texas corpora- 
tions, and received in exchange therefor all of its cap- 
ital stock. The trustees thus held $3,000,000 stock of 
the Delaware corporation, and $1,500,000 bonds of each 
of the new Texas companies. In 1916 they distributed 
these securities among the individuals who had been 
stockholders in Farmers’ Petroleum Company. Cullinan 
received 26.64 percent of each class of security. ~ 


At the time of the distribution of the stock of the 
Delaware corporation, the two new Texas companies 
had no assets other than those received from the trus- 
tees in liquidation, and these assets were at that time 
of the same value as they were when acquired by the 
trustees in liquidation. Nevertheless the court held that 
the distribution represented a liquidating dividend and 
that the excess of the aggregate value of the securities 
received by Cullinan over the amount which he had 
invested in Farmers’ Petroleum Company was a taxable 
gain. The aggregate value of the securities received by 


him was $1,598,400. 
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The court held that all the material elements of the 
Phellis and Rockefeller cases which differentiated them 
from the case of Eisner v. Macomber, 252 U. S. 189, 
were present; that the holding company whose stock 
was distributed by the trustees differed from the Farm- 
ers’ Petroleum Company which was a producing and 
pipe line company; and that it also differed from the 
latter company because it was organized under the laws 
of another state, and was not organized for the purpose 
of carrying on the old business and did not hold title 
to the original assets. This case was decided undet 
the Revenue Act of 1916. 


Under Section 112 (b) (3) of the present Revenue 
Act, Cullinan would not be subject to an income tax 
upon receipt of the securities received by him, but he 
would be subject to a tax if he sold the new stock 
above the cost to him of the stock of the Farmers’ 
Petroleum Company. [Section 113 (a) (6).] 


The preceding cases were followed by a very interest- 
ing decision of the same court in Weise v. Stearn, 44 
Sup. Ct. 490, 265 U. S. 242, 4 Am. Fed. Tax Rep. 
3986. Some tax practitioners declare that they are un- 
able to reconcile the decision in this case with the Cul- 
linan case, but the writer believes a careful analysis 
of both cases will convince the reader that the cases 
are substantially different in material essentials. This 
case was decided under the 1916 law. 


Under the plan of reorganization, the shareholders 
of all the capital stock ($5,000,000) of National Acme 
Manufacturing Company, an Ohio corporation, depos- 
ited their stock certificates properly endorsed with the 
Cleveland Trust Company, as depositary. Private 
bankers deposited $7,500,000 with the same trust com- 
pany. Representatives of both depositors thereupon 
incorporated the National Acme Company under the 
laws of Ohio. The new company had an authorized 
capital stock of $25,000,000, and powers similar to those 
of the old corporation. Further pursuant to the plan, 
the new company issued to the trust company its entire 
authorized capital stock, and in exchange therefor re- 
ceived all the property and business of the old corpora- 
tion, and assumed all its outstanding contracts and lia- 
bilities. Thereafter the old company was dissolved, and 
the new corporation continued to operate the acquired 
business under the former management. 


The trust company distributed to the bankers cer- 
tificates for half the stock of the new company. These 
certificates had a par value of $12,500,000. It distrib- 
uted pro rata to the former owners of the shares of 
the old company, the other half of the new certificates, 
and paid cash to them pro rata their respective shares 
of the $7,500,000 received from the bankers. The 
owner of each $100 share of old stock thus received 
$150 cash, and $250 of new stock, representing an 
interest in the property and business half as large as 
he had before. 


An income tax was assessed on Stearn on the ground 
that he and each of the other stockholders of the old 
company had sold his eritire holding at a profit. The 
United States Supreme Court said that “the practical 
result of the things done was a transfer of the old assets 
and business, without increase or diminution or material 
change of general purpose, to the new corporation, a 
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disposal for cash by each stockholder of half of his 
interest therein, and an exchange of the remainder for 
new stock representing the same proportionate interest 
in the enterprise’. ’ 


The court differentiated its decision in this case from 
that in the Phellis and Rockefeller cases by pointing 
out that as a result of the transactions in those cases 
certain corporate assets not exceeding accumulated sur- 
plus were segregated and passed to individual stock- 
holders. It then applied the principles of Fisner v. 
Macomber to this case to distinguish it from the Phellis 
and Rockefeller cases and showed that the situation in 
this case was the same as if the Acme Manufacturing 
Company had merely increased its capital stock to 


$25,000,000 and then declared a 400 percent stock . 


dividend. The court declared that under such circum- 
stances the stockholders would have received no gain 
because their proportionate interest would have re- 
mained the same as before and that both transactions 
were thus alike. It concluded by holding that a mere 
change for purposes of reorganization in the technical 
ownership of an enterprise, under circumstances as dis- 
closed in Acme Manufacturing Company case, followed 
by issuance of new certificates, cannot constitute gain 
separated from the original capital interest. It said that 
questions of taxation must be determined by viewing 
what was actually done, rather than the declared pur- 
pose of the participants, and that matters of substance 
should be regarded and not mere form. 


‘ Under Section 112 (c) of the present law, if the 
transactions occurred in 1929, their taxable status 
would be the same as the U. S. Supreme Court declared 
them to be in the Acme case. 


The Acme case was followed by the case of Marr v. 
Umited States, 45 Sup. Ct. 575, 268 U. S. 536, 69 L. 
ed. 1079, 5 Am. Fed. Tax Rep. 5393, which was also 
decided under the Revenue Act of 1916. Marr and his 
wife owned shares of preferred and common stock in 
the General Motors Corporation, a New Jersey com- 
pany, which cost them $76,400. They exchanged their 
old shares for shares of preferred and common stock 
of the General Motors Corporation, a Delaware com- 
pany, having an aggregate market value of $400,866.57. 
The government imposed an income tax on the dif- 
ference of $324,466.57 as income realized from the ex- 
change. The taxpayer appealed to the courts and the 
U. S. Supreme Court sustained the government’s po- 
sition. 

The exchange of securities was effected as a result 
of a reorganization. The New Jersey corporation had 
outstanding $15,000,000 of 7 percent preferred stock 
and $15,000,000 of common stock; all shares having a 
par value of $100 each. It had accumulated from profits 
a large surplus; and the actual value of its common 
stock at the date of the exchange was $842.50 a share. 


In 1916, the officers of the New Jersey corporation 
caused the Delaware corporation to be organized for 
the purpose of taking over and continuing the business 
of the New Jersey corporation. The authorized capital 
of the Delaware corporation was $82,600,000 of com- 
mon and $20,000,000 of non-voting preferred stock. 
The plan of reorganization was outlined in a letter to 
the stockholders and provided for an exchange by the 
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stockholders of the New Jersey corporation of their 
holdings in that company for stock of the Delaware 
corporation. Practically all the stockholders made the 
exchange. The Delaware company having thus become 
the owner of all the outstanding stock of the New Jer- 
sey company dissolved the latter and so acquired all 
its assets and liabilities. The Delaware company con- 
tinued the business of the New Jersey company; and 
it had no assets except those transferred from the lat- 
ter and cash it realized from the sale of its own stock 
not used in acquiring the stock of the New Jersey cor- 
poration. Its liabilities were only those of the New 
Jersey corporation. 


The stockholders of the New Jersey corporation re- 
ceived for every share of common stock of that corpora- 
tion, five shares of common stock of the Delaware cor- 
poration. For every share of the preferred stock of 
the New Jersey corporation, they received one and one- 
third shares of stock in the Delaware corporation. In 
lieu of a certificate for fractional shares of stock in the 
Delaware corporation, payment was to be made in 
cash at the rate of $100 a share for its preferred and 
at the rate of $150 a share for its common stock. 


The United States Supreme Court held that the new 
securities issued in excess of an amount equal to the 
capitalization of the New Jersey corporation represented 
income earned by it; that the new securities received by 
the Marrs in excess of the cost of the securities of the 
New Jersey corporation theretofore held were financially 
the equivalent of $324,466.51 in cash; and that Con- 
gress intended to tax as income of stockholders such 
gains when so distributed. It concluded by stating that 
the gain actually made is represented by securities with 
essentially different characteristics in an essentially 
different corporation; and that consequently, the addi- 
tional value of the new securities, altho they are still 
held by the Marrs, is income under the rule of the Phel- 
lis case, 257 U. S. 156. 


It is interesting to note that the court declared in 
further explanation of its decision that the new corpora- 
tion which was organized under the laws of Delaware 
did not have the same rights and powers as one or- 
ganized under the laws of New Jersey. Because of 
such inherent differences in rights and powers, both 
the preferred and the common stock of the old corpora- 
tion is an essentially different thing from stock of the 
same general kind in the new; that a 6 percent non- 
voting preferred stock is an essentially different thing 
from a 7 percent voting preferred stock, and that 
a common stock subject to the priority of $20,000,000 
preferred and a $1,200,000 annual dividend charge is 
an essentially different thing from a common stock 
subject only to $15,000,000 preferred and a $1,050,000 


annual dividend charge. 


The exchange by the stockholders of the New Jersey 
corporation of their shareholdings in that corporation 
for stock of the Delaware corporation would be tax- 
free under Section 112 (b) (3) .of the Revenue Act 
of 1928, because both corporations were parties to a 
reorganization as defined in Section 112 (i) of the act. 


(The second part of this treatise will appear in an 
early issue—-Edit.) 
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- The Income Tax Problem of 
Unreasonable Salaries 


By Georce T. ALTMAN* 


HEN the Court of Claims of the United States, 
V\/ on May 6, 1929, rendered its decisions in 
the cases of J. Livingston & Company v. The 
United States and Johnston Livingston v. The United 
States, it deviated so obviously from the ordinary con- 
ception of justice that one wonders immediately whether 
the Court’s position is indeed supported by law. The 
Court sustained the Commissioner’s disallowance, as 
to the corporation, of a portion of the salaries which it 
paid to its officers, on the ground that they were unrea- 
sonable. Yet, as to the individuals, the Court con- 
cluded that the full amount of the salaries were cor- 
rectly reported as such, subject to the 
normal tax. The injustice of this po- 
sition is clear; but whether it is nev- 
ertheless sustained by law, is the point 
to be determined. 

The facts of the case are not un- 
usual; and they are very clearly pre- 
sented in the Court’s special findings 
of fact. The plaintiff in the one case 
is a corporation, J. Livingston & 
Company, organized under the laws 
of the State of New York. The 
plaintiff in the other case is an in- 
dividual, Johnston Livingston, stock- 
holder and president of J. Livingston 
& Company. 

The returns in question were those 
of the years 1920 and 1921, during 
which the stock of J. Livingston & 
Company was owned as follows: 

Common Preferred 


Johnston Livingston...... 132 185 
John G. Livingston....... 243 790 
Prank W. Coopet........ 125 

500 975 


The three stockholders were also 
the officers of the company, and held the positions of 
president, treasurer, and secretary and. general man- 
ager, respectively. They had complete control and 
management of the corporation, which was engaged in 
the business of supplying and installing electrical equip- 
ment in buildings. 

The volume of the corporation’s business in 1920 
was $2,851,247.88; and in 1921, $1,886,490.66. The 
net income of the corporation before deducting the 
salaries of the officers was $102,852.54 for 1920 and 
$79,875.99 for 1921. 

In 1920 the corporation paid each officer a salary of 
$30,000, and for 1921 the corresponding amount was 
$23,333.33. Thus the corporation deducted as officers’ 
salaries a total of $90,000 in 1920, and a total of $70,000 
in 1921. In the two preceding years, 1918 and 1919, 
the same officers each received a salary of $15,000 per 
annum. 

On the basis of the above figures the Commissioner 
of Internal Revenue disallowed as expense to the cor- 
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poration the amount of $6,666.66 for each officer in 
each of the two years in question—a total of $20,000 
for each year. The resulting amounts which the Com- 
missioner did allow as officers’ salaries in the two years 
were therefore a total of $70,000 for 1920, and $50,000 
for 1921. 

As a result of this disallowance the corporation was 
required to pay, and did pay, on May 18, 1925, an 
additional tax of $2,000 for 1920 and the same amount 
for 1921. 

The individuals, however, filed claims for refund 
based on the ground that the salaries disallowed as 
expense to the corporation had been 
treated as dividends or distributions 
of earnings by officials auditing the 
corporation’s returns, and that the 
normal tax paid should be refunded. 
In the case of Johnston Livingston, 
the plaintiff in the second case here 
under review, the claims for refund 
were $533.33 for 1920 and $629.33 
for 1921. 


But the Treasury Department re- 
jected the individuals’ claims for re- 
fund. The Personal Audit Division 
of the Treasury Department con- 
sidered the whole amount received by 
the individuals as salary, and held that 
the action of the Corporation Audit 
Division did not affect the personal 
returns. 

Thereupon the corporation and the 
individuals instituted suit, the cor- 
poration to recover the additional tax 
which it paid on account of the Com- 
missioner’s disallowance, and the in- 
dividuals to recover the normal tax 
which they had paid on their original returns on the 
amounts of salary which were later disallowed by the 
Commissioner as expense to the corporation. It is thus 
that the cases of J. Livingston & Company v. The 
United Statcs and Johnston Livingston v. The United 
States came before the Court of Claims. The suits 
brought by John G. Livingston, the treasurer, and 
Frank W. Cooper, the secretary, may be disregarded 
here because they are identical as to both fact and 
decision with the suit brought by Johnston Livingston, 
the president. 

In the case of the corporation, J. Livingston & Co. 
v. The United States, the court sustained the Commis- 
sioner’s disallowance, citing the statutes, Section 234 
(a) of the Revenue Acts of 1918 and 1921, governing 
the controversy, as follows: 

(a) That in computing the net income subject to the tax 
imposed by Section 230 there shall be allowed as deductions: 


(1) All the ordinary and necessary expenses paid or in- 
curred during the taxable year in carrying on any trade or 
business, including a reasonable allowance for salaries or other 
compensation for personal services actually rendered, and in- 
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cluding rentals or other payments required to be made as a 
condition to the continued use or possession of property to 
which the corporation has not taken or is not taking title, or 
in which it has no equity; 


Article 105 of Treasury Regulations 45 and 62 was 
quoted as follows: 


Among the ordinary and necessary expenses paid or incurred 
in carrying on any trade or business may be included a reason- 
able allowance for salaries or other compensation for personal 
services actually rendered. The test of deductibility in the case 
of compensation payments is whether they are reasonable and 
are in fact payments purely for services. This test and its 
practical application may be further stated and illustrated as 
follows: 

(1) Any amount paid in the form of compensation, but not 
in fact as the purchase price of services, is not deductible. 
(a) An ostensible salary paid by a corporation may be a 
distribution of dividend on stock. This is likely to occur in 
the case of a corporation having few stockholders, practically 
all of whom draw salaries. If in such a case the salaries are 
based upon or bear a close relationship to the stockholdings 
of the officers or employees, it would seem likely that the 
salaries, if in excess of those ordinarily paid for similar serv- 
ices, are not paid wholly for services rendered, but in part as 
a distribution of earnings upon the stock. 


Based thereon, the decision of the Court was as 
follows: 


The difficulty we experience in the case is the lack of 
sufficient proof to sustain the contention that the commissioner’s 
action was unreasonable. Obviously each case is distinct in 
the matter of salary allowance deductions, and what is or 
what is not a reasonable salary for personal service is nut 
dependent upon what the corporation allows as such but what 
the facts establish as reasonable. There is no evidence in 
the record warranting a conclusion that the commissioner failed 
to consider the essential factors which enter into a just deter- 
mination of the issue involved, or acted in any respect ar- 
bitrarily. Seinsheimer Paper Co. v. United States, 63 C. Cls. 
429. 

While as a matter of first impression it might seem justifiable 
to accede to plaintiff’s contention, predicated upon the volume of 
business transacted in the years in question, yet in its final 
analysis the error of so doing lies in the fact that total volume 
accomplished includes within the payments made large sums 
for supplies and equipment purchased to perform the con- 
tracts. Without minimizing the services of the officials to 
whom the salaries were paid, we think that in the absence of 
an express contract for salaries, and judged from the stand- 
point of profits made, the deductions allowed by the commis- 
sioner under the present record were reasonable, and the peti- 
tion will be dismissed. 

Although the Court merely stated that the deduc- 
tions which the Commissioner allowed were reasonable, 
we must infer that in the Court’s opinion the amounts 
which the Commissioner disallowed were unreasonable ; 
for otherwise the Court would be in the position of 
sustaining a disallowance of reasonable salaries. 


That the amounts disallowed by the Commissioner 
were unreasonable seems well justified by the facts. 
At any rate, we are willing to grant that. When, how- 
ever, we are faced with the Court’s conclusion that the 
individuals cannot recover the normal taxes which they 
paid on those unreasonable amounts, on the ground 
that they were salaries, we find the inference necessary 
that in the Court’s opinion an unreasonable salary, or 
rather that portion of a salary to the extent of which 
the salary is unreasonable, is nevertheless salary. That 
raises our first question: Is an unreasonable salary, or 
rather the excess amount therein which makes the salary 
unreasonable, nevertheless salary? 


Let us first examine Article 105 of Regulations 62, 
cited by the Court. After repeating the statute with a 
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slight variation, Article 105 specifies that “the test of 
deductibility in the case of compensation payments is 
whether they are reasonable and are in fact payments. 
purely for services.” Then Article 105 goes on to point 
out the “practical application” of the test, the first 
paragraph of which is cited above. That paragraph, 
which is the only part of the “practical application” 
cited by the court, does not even use the word “reason- 
able” or “unreasonable”. It deals only with amounts 
paid in the “form” of compensation, but which are not, 
in fact, compensation at all. Certainly compensation 
which is not compensation, is not compensation. The 
form is not conclusive. In Botany Worsted Mills v. 
The United States, 5 U. S. Supreme Court Advance 
Opinions 124, the Supreme Court found that certain 
amounts paid in the “guise and form of compensation 
for their service” were “not in reality payment for 
services”. 

So much for the first paragraph of the “practical 
application” given by Article 105. That portion of 
Article 105 has no bearing here, and should not have 
been cited by the court. The Court of Claims, in the 
cases under review, did not maintain that the amounts 
paid as salary were not in reality salary. As a matter 
of fact, while the Court maintained in the one case 
that the amounts paid by J. Livingston & Company were 
unreasonable, it nevertheless maintained in the other 
case that the amounts paid were salary. Why, then, 
should it cite a regulation pertaining to amounts paid 
in the form of salary, but which are not, in fact, salary? 

Let us proceed to the remaining paragraphs of Arti- 
cle 105, not cited by the Court. The next paragraph is 
as follows: 

(2) The form or method of fixing compensation is not 
decisive as to deductibility. While any form _of_ contingent 
compensation invites scrutiny as a possible distribution of earn- 
ings of the enterprise, it does not follow that payments on a 
contingent basis are to be treated fundamentally on any basis 
different from that applying to compensation at a flat rate. 
Generally speaking, if contingent compensation is paid pur- 
suant* to a free bargain between the employer and the in- 
dividual made before the services are rendered, not influenced 
by any consideration on the part of the employer other than 
that of securing on fair and advantageous terms the services 
of the individual, it should be allowed as a deduction even 
though in the actual working out of the contract it may prove 
to be greater than the amount which would ordinarily be 
paid. 

But the form or method of fixing compensation is 
not in question here; nor have we here a case of con- 
tingent compensation. This portion of the “practical 
application” therefore does not apply. But in the next 
and last paragrah of Article 105, the word “reasonable” 
does appear. That paragraph is as follows: 

(3) In any event the allowance for the compensation paid 
may not exceed what is reasonable in all the circumstances. 
It is in general just to assume that reasonable and true com- 
pensation is only such amount as would ordinarily be paid 
for like services by like enterprises in like circumstances. 
But if the salaries paid bear a close relationship to stock owner- 
ship, see paragraph (1) of this article. The circumstances 
to be taken into consideration are those existing at the date 
when the contract for services was made, not those existing at 
the date when the contract is questioned. See article 32. 

The first sentence adds nothing new, except that it 
directs our attention to the fact that “all the circum- 
stances” must be considered. The second sentence at- 
tempts the real definition. Yet note that it does not 

attempt to define “reasonable” compensation, but “rea- 
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sonable and true” compensation. Apparently the Treas- 
ury Department could not define the word “reasonable” 
alone; it had to combine it with the word “true.” Now, 
according to Webster, “true” means “actual”, “con- 
formable to fact”, “real”, “not false”. Certainly a 
salary which is not true is not a salary. One would 
have to distort the English language beyond recognition 
to arrive at such a conclusion. 

Now that the word “reasonable” has been hooked 
on to the word “true”, Article 105 really reveals noth- 
ing as to what is meant by a “reasonable” salary. If 
“reasonable” and “true” are the same, it must neces- 
sarily follow that an unreasonable salary is not, in 
fact, salary. In that case the Court clearly erred in 
holding that an unreasonable salary could nevertheless 
be a salary. 

But let us even grant that the use of the word “true” 
was not intended to have this effect. Let us just omit 
it. Then we have the statement that reasonable com- 
pensation is such as would “ordinarily be paid for like 
services by like enterprises in like circumstances”. Now 
we must remember that “all the circumstances” are to 
be considered. What a stupendous task the taxpayer 
is confronted with! In order to determine the proper 
allowance for officers’ salaries a corporation must find 
a satisfactory number of other like enterprises, in which 
“all the circumstances” are similar, and in which the 
officers render like services. Two presidents of two 
like enterprises may render very different services. In 
the one those services may be chiefly managerial; in the 
other they may involve a great deal of contact. with the 
trade. The circumstances in which like enterprises find 
themselves may differ widely. In the case of Austin, 
et al., Exrs. v. The United States, 28 Fed. (2d) 677, the 
circumstances were such that the Circuit Court of 
Appeals considered as reasonable the payment, in 
accordance with agreement, of all the corporation’s 
profits as compensation for the officers’ services. When 
“all the circumstances” must be considered, serious 
variations will always appear. It is a fair challenge to 
the Treasury Department, with all the statistics at its 
hand, to show groups of like enterprises (each group 
including a number large enough to form the basis for 
a standard of comparison), in which the officers, indi- 
vidually, render like services, and in which “all the 
circumstances” are alike. How then can the taxpayer 
expect to do this? And it is the taxpayer who must 
do this, for after salaries have once been reported, there 
is, according to the Court of Claims in the cases here 
considered, no redress. 

Thus the definition of the term “reasonable” in 
Article 105, even if the word “true” is disregarded, 
cannot be applied, in spite of the fact that it is pur- 
posely given to show the “practical application” of the 
statute. Nothing is added to this definition by the last 
two sentences in Article 105, quoted above. Article 
105, therefore, gives us no insight into the meaning of 
the term “reasonable”, other than instruction to the 
effect that amounts paid in the “form” of compensation, 
which are not in reality payments for services, are not 
deductible. That is the content of the first paragraph 
of Article 105 on “practical application’, cited by the 
Court of Claims; and that is the effect of the word 
“true”, attached to the word “reasonable” in the last 
paragraph of Article 105. There is only one conclusion 
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possible, then, as far as the Regulations are concerned 
(and the content of Article 105 has been repeated 
verbatim in all the Regulations since Regulations 45, 
issued pursuant to the Revenue Act of 1918) ; it is that 
the term “reasonable” excludes, as unreasonable, only 
such amounts as are paid in the “form” of compensa- 
tion, but are not, in reality, compensation for services. 


Attitude of the Courts 


Court decisions lead to the same conclusion. Of all 
the court cases in which a disallowance of salaries was 
sustained, there is not one in which the Commissioner 
did not proceed on the theory that the alleged salaries 
were not, in fact, payment for services. That is even 
true in the cases here under consideration. In its special 
findings of fact the Court noted that the “disallowed 
portion of the salaries was held by the Treasury De- 
partment to be dividends or distribution of earnings”. 
Then, according to its opinion, quoted above, it found 
“no evidence in the record warranting a conclusion that 
the commissioner failed to consider the essential factors 
which enter into a just determination of the issue in- 
volved”. The Court then went on to state that as 
“judged from the standpoint of profits made, the deduc- 
tions allowed by the commissioner under the present 
record were reasonable”. But the “standpoint of profits 
made” is only one of “all the circumstances” referred 
to in Article 105. The Court could not have drawn its 
conclusion from the standpoint of profits alone; it 
relied, as a matter of fact, on the commissioner’s de- 
fense, for it found, as quoted above, that the commis- 
sioner did not fail to “consider the essential factors 
which enter into a just determination of the issue 
involved”. The Court went so far as to state that the 
“difficulty we experienced in the case is the lack of 
sufficient proof to sustain the contention that the com- 
missioner’s action was unreasonable”. The Court’s 
conclusion was thus chiefly predicated upon the fact that 
the taxpayer had failed to overthrow the commissioner’s 
position rested on the theory that the disallowed 
amounts were not, in fact, salaries, but distributions of 
profits. Even the Court’s opinion in the instant cases, 
then, followed from the construction of the term “rea- 
sonable” as merely excluding, as unreasonable, any 
amounts paid in the form of compensation which were 
not, in fact, compensation for services. 

In further support of this construction of the term 
“reasonable” we may refer again to the decision of 
the Supreme Court in Botany Worsted Mills v. the 
United States, supra. It is true that the decision was 
not rendered in a case in which the determination of a 
“reasonable allowance for salaries” was involved; yet it 
was the essential contention of the Court there that 
“extraordinary, unusual and extravagant amounts paid 
by a corporation to its officers in the guise and form of 
compensation for their services, but having no substan- 
tial relation to the measure of the services and being 
utterly disproportioned to their value, are not in reality 
payment for services”. One need not be disturbed by 
the Court’s burst of rhetoric in that case. It was a 
natural human effusion, considering the large amounts 
involved, although as a matter of fact they comprised 
only 20 per cent of the total net profits for the year in 
question. The plaintiff corporation there had increased 
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its profits from $784,334.44 in 1910 to $7,953,512.80 in 
1917. Find the company that would not gladly pay its 
board of directors, who were also department execu- 
tives, 20 per cent of its profits for such an accomplish- 
ment. Yet the Supreme Court, because of the large 
amounts represented, expressed its indignation by the 
words “extraordinary”, “unusual”, “extravagant”. Now 
we raise the question, what essential difference is there 
between all those terms and the term “unreasonable” ? 
Webster’s dictionary defines the term “unreasonable” 
as “immoderate”, “exorbitant”. Even in degree there 
is hardly any difference between the import of these 
terms and those above which were used by the Supreme 
Court. The further expression of the Supreme Court, 
“having no substantial relation to the measure of the 
services and being utterly disproportioned to their 
value”, as above quoted, does not add anything new to 
its rhetorical adjectives but merely elaborates them. 
Replace those adjectives with the words “unreasonable”, 
“immoderate”, and “exorbitant”, and you will get the 
same result. Yet the Supreme Court held that such 
amounts, though paid in “the guise and form” of com- 
pensation, were “not in reality payment for services”. 

We may now answer the question with which we 
began: Is an unreasonable salary, or rather the excess 
amount therein which makes the salary unreasonable, 
nevertheless salary? We examined the Regulations and 
the cases involving reasonableness of compensation, in- 
cluding the cases here under review, and could find no 
other basis for the imputation of unreasonableness than 
the fact that the amount in question, though in the form 
of compensation, was not compensation in fact. And 
we have the affirmative opinion of the Supreme Court 
in Botany Worsted Mills v. The United States, supra, to 
the effect that unreasonable amounts paid in the guise 
and form of compensation for services are not in reality 
payment for services. We therefore answer our ques- 
tion in the negative and say that an unreasonable salary, 
to the extent to which it is unreasonable, is not salary 
at all. 


Question Where Payment Is Not Salary 


But if it is not salary at all, the question is naturally 
raised, what is it? Article 105 of Regulations 62, quoted 
above, assists us in this regard. The excess of an 
unreasonable amount over what is reasonable may be 
a payment for property. However, no element of prop- 
erty is involved in the cases here under consideration. 
The excess may be a distribution of profits; this was 
the contention of the Treasury Department in the cases 
here considered. Such a distribution is obvious when 
paid to stockholders; it is difficult to recognize when 
paid to non-stockholders. In the latter case the payment 
is in fact a gift by the stockholders of profits construc- 
tively received by them. Not a few corporations pay 
salaries to friends or relatives of the stockholders far 
in excess of the value of the services for which they are 
ostensibly paid. 

In the cases here considered the excess payments 
were, aS maintained by the Treasury Department, a 
distribution of profits. It has already been determined 
that those excess or “unreasonable amounts” were not, 
in reality, salary. Since they were not intended or al- 
leged to represent any other expense, they were not 
expense at all. Therefore, they could not be deducted in 
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arriving at net profits. Moreover, they were not paid 
for property. Therefore, they were a distribution of 
profits. The logic here leaves no alternative; the bal- 
ance sheet and profit and loss statement, however they 
may be entitled or subdivided, are the sole ground upon 
which all transactions move. 


It is true that we are proceeding from the evidence 
and argument presented by the Treasury Department in 
the case of the corporation to a conclusion in the case 
of the individual. In its special findings of fact in the 
case of the individual the court notes that “the Treasury 
Department advised plaintiff that his claims for refund 
had been rejected, as the Personal Audit Division con- 
sidered the whole amount received by him to be salary, 
and that the action of the Corporation Audit Division 
did nct affect the personal returns”. We are not aware 
of such a basic distinction between the Personal Audit 
Division and the Corporation Audit Division. We note 
that in Board of Tax Appeals cases, the conimissioner 
is the respondent; and that in court cases, a collector, 
the commissioner, or the United States is the defendant. 
We have never yet seen a case in which either the Per- 
sonal Audit Division or the Corporation Audit Division 
was the defendant or respondent, or in which any 
evidence was submitted in the name of either one of 
those revenue divisions. They are merely convenient 
operating divisions of the office of the Commissioner 
of Internal Revenue. It may be to the commissioner’s 
interest not to let the “right hand know what the left 
hand doeth”, but there is no legal basis for it. 

The Court further states, however, in the case of 
the individual, “‘a corporation’s income tax return is one 
proceeding ; an individual’s is quite another”. True, 
indeed ; yet neither the statute nor the courts deny any 
interdependence at all. Section 1210 of the Revenue 
Act of 1926, for example, requires an individual who 
seeks refund of taxes paid on the profits’ of an alleged 
personal service corporation, whose personal service 
status was disallowed, to show as a condition precedent 
to recovery that the corporation paid the tax. Haight 
v. the United States, 22 Fed. (2d) 367. In fact, the 
nature of a transaction as to one taxpayer is necessarily 
a determinant of its nature as to another taxpayer. In 
Louis Cohen v. Commissioner of Internal Revenue, 31 
Fed. (2d) 874, the Circuit Court considered the tax- 
ability of the income in question to the sons of the 
plaintiff instead of to the plaintiff. The Court therein 
stated : “But quite apart from the question as to whether 
the share of. the income to which the sons were entitled 
under the contract was reasonable allowance as com- 
pensation for the services or not, we are satisfied that it 
constituted income taxable against them and not against 
their father’. This reference to the taxability of the 
income against the sons, who were not parties to the 
action, would be entirely irrelevant and immaterial if 
one could not argue from the nature of a transaction 
as to one taxpayer to its nature as to another. 

In the case of J. Livingston & Company, the cor- 
poration, the Treasury Department held that the dis- 
allowed amounts were distributions of profits and the 
Court of Claims sustained the Treasury Department. 
The Court says, indeed : 

The deductions allowable to the individual in his income- 


tax returns are not necessarily determinable upon the sums 
(Continued on page 328) 
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Taxation of “Productive” Personal 


Property 


By SIMEON E. LELAND* 


This ts the second of a series of articles by Professor Leland on the Illinois tax situation. While the study ts 
confined to that state it has application to most of the other states, which have systems of tax- 


ation unsuited to current economic 


next be considered. That class of property, 
broadly defined, consists of producers goods de- 
voted to the process of income and wealth acquisition. 
Personal effects, on the other hand, are typically con- 
sumed to the enjoyment and maintenance of life. The 
“productive” property, as found on the tax duplicate 
in Illinois, consists, in part, of the following items: 
agricultural tools, billiard tables, bridges, carriages and 
wagons, safes, goods and merchandise, grain, real 
estate investments, manufactured ar- 
ticles, manufacturers’ tools, pawn- 
brokers’ property, restaurant fixtures, 
steamboats, steam engines, and live 
stock. Obviously some of this prop- 
erty may be devoted to purposes other 
than business. Wagons and carriages, 
for example, in earlier times were 
largely used for both business and 
pleasure. Today these vehicles are sel- 
dom used for pleasure purposes. 
The assessment of certain “produc- 
tive” property presumably employed 
in business is shown in Table I. The 
high and low assessments of the dif- 
ferent classes of property are pre- 
sented for their respective counties.’ 
The assessments in Cook County and 
the totals for the state are also given. 
Where the assessments rolls in more 
than one county show that no prop- 
erty of given types was assessed, the 
number of counties not listing such 
property is shown. For example, in 
1900, 83 counties listed no pawn- 
brokers’ property, while in 1927 this condition pre- 
vailed in 73 counties. A large number of counties, also, 
assessed no steamboats, a fact which may be expected 
in every inland state. On the other hand, every county 
would be expected to have some grain, yet in 1927 no 
grain was discovered by the assessors in Pulaski County. 
In that year two counties were also destitute of manu- 
facturers’ tools, and in six counties no property of eat- 
ing houses could be found. Moreover, Cook County, 
in 1927, had more agricultural tools, more merchandise 
and manufactured articles, more manufacturers’ ma- 
chinery, more billiard tables, more carriages and 
wagons, more fireproof safes and more eating house 
property than any other county in the state. Aside from 
the agricultural implements this was to be expected. 
The negligible valuation of steamboats and steam en- 
gines in Cook County is remarkable. Other significant 
differences may be seen from further study of Table I. 


*Associate Professor of Economics, University of Chicago. 


"Te taxation of “productive” personalty should 





Simeon E. LELAND 


conditions and fiscal requirements. 


It should be recalled at the outset, however, that the 
Illinois tax system is predicated upon the assumption 
that property taxes are an equitable device for taxing 
both individuals per se and business enterprises. It is 
assumed that the amount of property which an indi- 
vidual owns on “All Fools Day” in Illinois, represents 
his taxable capacity, or the capacity of the property to 
contribute toward the support of government. Like- 
wise the property of business enterprises at a given 
moment on April first is assumed to be a proper 
standard for measuring the taxable 
capacity of that enterprise, be it 
incorporated or unincorporated. The 
fact of incorporation is of little 
moment at this juncture. The tax 
appears to be aimed at business or- 
ganizations rather than at individuals. 
The personal effects section of the 
property schedule was designed to 
reach persons; the producers’ goods 
division apparently was designed to 
tax commercial ventures. 

_ There can be no question but that 

business enterprises should carry a 
just proportion of the tax load, but 
there is some doubt as to whether a 
just “contribution” can be secured 
through the medium of a property 
tax. That tax was developed, in the 
first instance, to reach individuals 
rather than business enterprises. It 
was applied to the different forms of 
business organization as they evolved. 
At that time income taxes were not 
functioning successfully, so that pay- 
ments toward governmental support were secured 
through the property tax. A belief also persisted, co- 
incident with small scale production and individual 
entrepreneurial ownership, that property should be 
taxed wherever it was found. 

The validity of these postulates for business taxes 
may be questioned. The property standard for measur- 
ing the taxable faculty of business undertakings be- 
comes increasingly bad as amounts of visible property 
required in the conduct of business differ. For example, 
very different quantities of property are required for 
the express business, for refrigerator car undertakings, 
for motor bus travel, and for railroading. If the prop- 
erty tax is the only method under which these under- 
takings are taxed the burden is relatively light or heavy 
upon income as property holdings differ. If each of 
these concerns earns the same net income the taxes 
appear to be light or heavy in the proportion to which 


i1Enumerated property is ranked on basis of average assess- 
ment. High aggregate assessments indicated by notes to Table I. 
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the property holdings of the concern are taxed, shifting 
being ignored. The unequal investments in property 
produce unequal tax impacts. If shifting is taken into 
account differences in taxpaying ability immediately 
appear.” 

The defective character of the personal property tax 
as a measure of the taxable capacity for business is 
further demonstrated in the taxation of merchandising 
concerns and retail stores. Their taxes are measured 
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goods. As the sole test for measuring the taxable 
capacity of business enterprises the property tax breaks 
down. 

Many merchants who are opposed to tax reform 
should seriously consider how the property tax alone 
operates to the advantage of the chain store with its 
low-valued inventory and its high rate of turnover. Net 
earnings, which may be taken as a test of faculty here, 


primarily by the amount of real estate, goods, wares and 


merchandise which 
are owned. Ignor- 
ing problems of 
real estate taxation 
as outside the scope 
of this article, the 


RANGE IN ASSDSSMENT OF 


PRODUCTIVE PROPERTY 
TLLINOIS 1867, 1900, 1918, AND 19271 


a 


do not appear to be reached through the medium of a 
property tax on stock in trade. 


TABLE I 


Assessment 


PRESUMABLY EMPLOYED 





Perhaps it will be 


IN BUSINESS IN 


High Assessment Low Assessment Cook County State 
assessment of pro- Class of Property Year County Value County Value Value Value 
ductive tan g i ble Marioditural tecls 2c iccicccs 1900 Cook $ 91,489 eres $ 91,489 $2,289,213 

E 1918 Cook 314,391 Pulaski $ 7,341 314,391 5,567,138 
personal property is ” pres Cook $12,585 poten 14,970 812,585 15,400,679 
: : illiard and pigeon hole tables* 190 Alexander2 197 COURTICB ...- +e 11,299 32,378 
pew ga 1918  Fayette2 2,775  6counties ...... 16,509 118,220 
Assume, owever, 1927 Edwards2 850 Clay 10 17,068 289,995 
that all of the per- Bridge property ............ 1900 Madison 40,000 83 counties ...... 21,861 68,810 
1918 Vermilion 54,940 69 counties ...... 17,412 94,713 
sonal property of a 1927 Sangamon 34,377 67 counties ...... 1,425 136,966 
business is taxed at Carriages and wagons*...... 1867 Morgan2 139,392 Lake 27,509 363,418 6,862,970 
; 1900 Clinton2 10,751 White 11,289 234,412 2,554,227 

its true value. Even 1918 : ’ saps , , ve 
Pulaski2 420 Washington 19,235 259,950 3,251,562 
under these favor- 1927 Menard2 24,495 Moultrie 20,724 190,816 4,728,434 
+43 Fireproof safes* ........... 1900 Massac2 4,130 Pope 289 20,761 152,782 
able conditions the 1918 Putnam2 297 Boone 338 41,530 226,062 
personal property 1927 Henry2 2,980 White 431 39,445 400,518 
tax still remains a Goods and merchandise...... 1867 Cook 7,567,393 Hardin 17,060 7,567,393 ~ 21,237,683 
. 1900 Cook 9,015,287 Putnam 7,418 9,013,287 20,231,468 
defective standard 1918 Cook 24,341,928 Putnam 28,650 24,341,928 51,762,151 
which becomes in- 1927 Cook 26,203,079 Putnam 48,305 26,203,079 106,688,193 
- - ID escncss es sauNeenanueen 1900 Champaign 400,026 eS 45,517 6,389,615 

creasingly faulty as : ; 389, 
: 1918 McLean 1,329,851 Pulaski 425 266,548 19,754,320 
stock turnover in- 1927 Iroquois 1,435,441 Pulaski ....... 115,016 18,348,143 
creases. Suppose, Investments in real estate... 1900 Cook 43,741 S8counties ....... 43,741 373,820 
f ] that 1918 Winnebago 90,629 12 counties ...... 58,746 845,966 
or example, tha 1927. Madison 227,120 9counties ...... 45,144 2,842,246 
there are two firms, Manufactured articles ....... 1867 Cook 678,702 5 counties ...... 678,702 2,211,981 
1900 Cook 1,227,892 Putnam 82 1,227,892 2,881,203 

A and B, engaged potty at eos 
é 1918 Cook 5,017,774 Semele 5,017,774 12,352,045 
in the same type of 1927 Cook 7,505,329 Clark 500 = 7,505,329 30,281,250 
icj si- Manufacturers’ tools ........ 1900 Cook 970,366 Putnam 10 970,366 2,872,469 
ae 1918 Cook g.092;816 Putnam «203 3,002/816 9.784464 
. 1927 Cook 4,420,099 2counties ...... 4,420,099 29,589,177 
owns any realty ; Pawnbrokers’ property .....- 1900 Cook 17,124 83 counties ...... 17,124 18,678 
= 1918 St. Clair 79,502 Ticounties. «....:. 12,427 145,897 
both firms earn the 1927 Champaign 89,605 73 counties ...... 16,785 264,865 
same net profit. Property of eating houses.... 1900 Cook 32,963 2counties ...... 32,963 205,773 
Firm A secures 1987 Cook op RR poo laa s146S = T3855 
$100,000 in gross steamboats* ............++. 1900 St. Clair 48,580  34counties ...... 47,919 167,989 
sales by turning its 1918 St. Clair 43,885 $38 counties ...... 27,782 184,682 
$10,000 stock of . 1927 Tazewell3 41,740 41 counties ...... 8,005 311,288 
, : Steam engines* ............ 1900 Will 156,829 Douglas 6,697 134,875 1,222,158 
merchandise ten 1918 Rock Island 99,014 Douglas 18,056 247,874 3,512,742 
times during the 1927 Winnebago _—2,099,228 Christian 55,250 349,356 14,604,151 

year. Firm B se- 1Livestock not included. Comparative data for 1867 appropriately classified in only two cases. 


cures the same vol- 
ume of business by 
turning its stock of 
goods but once dur- 
ing the year. 


When property is valued for taxation 


purposes, Firm A, because of its small inventory, will 
be assessed at about one-tenth of the amount of Firm 
B. The tax bills of these firms will show similar differ- 
ences, yet their taxpaying abilities are as substantially 
identical as could be supposed. Thus the property tax 
weighs heavily upon those with large valuable stocks 
of goods and low rates of turnover, while it presses 
lightly upon enterprises with small stocks of similar 





2For a discussion of this point see Leland, Classified Property 


in the United States, pp. 128-31. 


2If rank is based on high aggregate assessment, Cook County is first. 
8Largest aggregate assessment found in Alexander County—$54,430. 
4Largest aggregate assessment found in Will County— $320,923. 

*Arranged on the basis of high and low average assessment. 


necessary to apply the corporate excess method of 
reaching intangibles to the taxation of chain stores be- 
fore their capacities to pay taxes are reached by the 


property tax. 


But this course would involve the sur- 


mounting of numerous legal and administrative diffi- 


culties. 


Other possibilities for taxing businesses are 


license taxes, which are not favored, rental taxes, which 
are only presumptive, and income taxes, which are de- 
nounced, by some, as inquisitorial.* 








39Cf. Proceedings, Nati. Tax Asso., 1911, pp. 339-41. 
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Ultimately, the justice of the net income tax should 
make its appeal to all who now pay business taxes.‘ 
American experience with this form of taxation, more- 
over, has been such as to demonstrate that it is a dis- 
tinct success in taxing both individuals and business 
enterprises. Every year more business men look with 
favor upon it. Perhaps in Illinois a constitutional 
amendment would be required before an income tax 
could be adopted. The lawyers are divided in their 
opinion as to whether an income tax may be adopted 


under the present constitution; the Illinois Supreme . 


Court, however, has yet to speak. Meanwhile the legis- 
lature is framing such a law, but its passage is far from 
assured. 


If the adoption of a net income tax for the taxation 
of business is desirable, the fate of the property tax 
must also be decided. Shall the property tax upon 
“productive” property be relinquished? Or, shall in- 
come and property be taxed? If any property 1s to be 
taxed under the revenue system of the state it would 
seem that property which is productive, which is used 
in the acquisition of wealth and income, should be taxed. 
Perhaps these taxes are shifted, in part at least, but 
that is no valid reason for their abandonment, unless 
they are inequitable in their incidence. Benefit consid- 
erations may also justify their imposition. The irregu- 
larity of flow of business net income, -furthermore, 
furnishes an added reason for the taxation of property 
used in business. The state must perform its functions 
regardless of the net income of business or of its citi- 
zens. The flow of funds to the state cannot be stopped 
even when profits fail. The state may curtail its activi- 
ties but its existence cannot be made conditional upon 
the perpetuity of profits. Perhaps the uncertainty of 
income will in the future affect only small groups at one 
time, so that the aggregate flow of income to the state 
will not be greatly reduced in depression periods. If, 
business taxation is placed entirely upon an income basis, 
there is danger that business will forget its obligation 
to support government, and that it will lose sight of the 
benefits which it constantly receives from governmental 
activity. If business property is taxed some payment 
will be made for governmental services every year irre- 
spective of the vicissitudes of business. Under this 
arrangement the government would be the most pre- 
ferred of creditors, yet if a net income tax were adopted 
as the only form of business taxation, the government 
would be the residual claimant of business income. 
Moreover, income and property taxes neatly supplement 
each other in the measurement of taxable capacity.® 
Property as the single standard does not reach income 
from service, nor take account of income accretions (or 
deficits) not yet reflected in property values. Income 
as the sole determinant of taxes, does not take adequate 
account of risk; nor does it reach investments in non- 
income producing property. The two standards seem 
to be desirable in a model tax system. It is, therefore, 
suggested that business income and productive property 
employed in business be taxed in the same tax system. 





4Gross income taxes are so inequitable in their operation, al- 
though easy of administration, that their adoption is not recom- 
mended. The case against their adoption is so convincing that 
they are not considered at all in this article. 


5See Bullock, The State Income Taz and the Classified Property 
Tax, Proc., Natl. Tax Asso., 1916, pp. 374 ff. 
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Such a scheme would contemplate the taxation of all 
productive property and all income.® 

Under such an arrangement is there any reason why 
“productive” property should be taxed at low rates? 
Low rates for such property, in the absence of an in- 
come tax, would obviously constitute a subsidy granted 
at the expense of other taxpayers. Such a system has 
been adopted for certain industries in a few places, as 
in Kentucky,’ where, however, the results have been 
very disappointing. The policy has little to commend it. 

But, if income and property taxes are combined it 
may be argued that the property tax is only continued 
to guarantee a recurrent payment for the support of 
government, whereas the income tax is designed to tax 
according to individual faculty. It may, therefore, be 
argued that the rate of property taxation is immaterial, 
the necessary adjustments to secure a proper total bur- 
den being secured through changes in the income ‘tax 
rate. If the property tax were low, the income tax 
rate would be higher than if the property rates were 
high. This flexibility in a tax system may properly be 
secured through the manipulation of the income tax. 
That tax is better adapted to repeated changes than 
is the property tax, which for years has been the sole 
elastic tax in most American state and local revenue 
systems. 

Those who are wont to adjust the income tax rate 
by reference to property tax burdens are generally will- 
ing to see the property tax abandoned entirely or lim- 
ited to real estate only. The only consequence of the 
exemption of property would, therefore, be in an in- 
creased rate of taxation on income. This plan has many 
adherents. It has recently been proposed for the State 
of California. The special tax commission which re- 
cently submitted its report to the legislature recom- 
mended the taxation of businesses at 4 per cent of their 
net income, if the present personal property tax was 
retained. But if the personal property tax was repealed, 
as they also recommended, the net income tax was to 
be made 5 per cent. In this event the income tax was 
levied in lieu of a tax on personal property. This solu- 
tion of the productive personalty tax is not without 
merit. The choice of tax methods is always an open 
question. 


Differences of opinion as to whether the property tax 
should be retained must be clearly recognized. Never- 
theless if property, or personal property only, is to be 
freed from taxation the consequences of this step 
should not be overlooked. The benefits which property 
receives from government would in such a case often 
be paid for by others than the direct beneficiaries of 
these governmental functions. The laws might also 
operate so as to negative the heavier taxation of funded 
as compared with unfunded income. The advantages 
to be gained from the taxation of all property and all 
income would not be realized. The ultimate effects of 
departures from the taxation of productive property 
can only be discussed after an investigation of the actual 
cases. The dangers of inequality and abuse are, how- 
ever, latent in such departures. As long as the policy 





8Cf. Ibid; Preliminary Report of Committee * * * to Prepare 
a Model System of State and Local Taxation, Proc. Natl. Tax 
Asso., 1919, pp. 426 ff. 

7Leland, op. cit., pp. 235 ff. 

8Final Report of the California Tar Commission, 1929, pp. 76 ff. 
Real estate to be locally taxed. 
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of taxing all property and all income is made universal 
it is equitable. The double taxation involved in this 
procedure is inconsequential—the uniformity of treat- 
ment insures its equality. ‘ 


Under such circumstances should all productive prop- 
erty be taxed at the same rate? Some groups inter- 
ested in the “relief” of agriculture have advocated lower 
rates of taxation for this property than other productive 
property. Minnesota has adopted such a discrimina- 
tion. This can only be viewed as a subsidy to agricul- 
ture. No valid reason can be given why agricultural 
tools and machinery, for example, should not be taxed 
on an equality with manufacturers’ tools and machinery. 
If the net incomes of the two groups temporarily differ 
that is no reason for the differential taxation of the 
implements of their professions. If productive prop- 
erty is to be taxed at all it should be placed in one class 
and taxed at the same rate. It is no answer to say that 
the net income from different types of economic activity 
are not the same and that the rates of taxation should, 
therefore, differ. This argument begs the question. 
It criticises the property tax for not being an income 
tax. It ignores the fact that the purpose of a property 
tax is to tax property values irrespective of the income 
therefrom. The purpose of a genuine income tax is to 
tax income irrespective of its source. Classes of prop- 
erty which are economically homogeneous should, there- 
fore, be taxed alike. Such reasoning allows no prefer- 
ences for agricultural property and implements. 

Tax preferences for livestock have also been sug- 
gested. The wisdom of such a policy may likewise be 
questioned. Perhaps “farm pressure” may force the 
states to provide for agriculture the traditional subsi- 
dies which the Federal Government has continually 
granted to industry. This equalization of subsidies be- 
tween economic groups is properly a question for Fed- 
eral consideration apropos of “farm relief.” States 
must meet the issue, however, in answering the demand 
for livestock and other agricultural subsidies. 

Consideration of assessment rolls in Illinois covering 
the valuation of livestock leads to the conclusion that 
in the aggregate this property is liberally treated under 
the present tax system. It is noted, for example, 
that the number of cattle in Illinois in 1927 was only 
19,071 greater than in 1867. During this period the 
number of hogs declined from 826,628 to 694,385, al- 
though in 1900 over 1,209,000 hogs had been assessed. 
The number of mules and asses increased 76 per cent 
during this 60 year period. The number of sheep de- 
clined from 2,550,850 to 409,577. In 1918 in Cook 
County 26,500 cattle, 683 sheep and 8,085 hogs were 
assessed for taxation on April first. On that day 21,000 
cattle, 12,000 sheep and 55,000 hogs were sold in the 
stock yards.*° The average valuations of live stock also 
show wide variations. The average hog in Scott County 
was worth $12.65 in 1927 while in Pulaski County the 
average was $6.92. The average mule in Illinois was 
worth more than the average horse. 





9Note property taxed in Classes 3 and 3A in Minnesota. See 
Leland, op. cit., p. 229. 


10Tawation in Illinois, 1918, Report of Sub-Committee of Reve- 
nue, Committee, 51st Genl. Assembly. 
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The valuations of live stock in many other states 
reveal similar conditions. In the Blue Grass region 
of Kentucky the thoroughbred horses certainly are not 
overvalued. In 1925 the assessment roll in Fayette 
County, of which Lexington is the county seat, showed 
that 3,464 horses were assessed for taxation. The total 
valuation of horses was $1,514,688. There were 1,813 
pure bred horses listed for taxation, having a valuation 
of $1,429,195. On May 15, 1925 sixty-eight horses 
were sold on one of the stock farms in that county for 
the sum of $782,000.11 This value was 19.37 per cent 
of the assessed valuation of all horses in Fayette 
County ; it was 18.28 per cent of the valuation of pure 
breds. The average assessed valuation of pure breds 
was $788.30; the average price of horses at the sale 
above mentioned was $11,500. Of course many asses- 
sors in Kentucky hesitate to place honest valuations 
upon thoroughbred horses “lest the industry be driven 
from the state.” 

This type of extra-legal differential taxation, not con- 
fined to Kentucky, is also accompanied by defective 
counting on the part of assessors and by incomplete 
listing by taxpayers. These practices appear to be quite 
common in all general property tax states. The net 
result is that live stock is seldom discriminated against, 
at least in Illinois. The consequences would probably 
not be serious if this property were completely ex- 
empted. The theoretical basis for such exemptions is, 
however, very difficult to formulate. 

It appears to be axiomatic, therefore, that all pro- 
ductive personal property should be placed in the same 
class and taxed at the same rate. No sound basis of 
distinction has yet appeared to justify the taxation of 
one type of productive personalty at one rate and an- 
other form of the same property at a different rate. If 
it is to be taxed at all uniformity of taxation should be 
coextensive with the class limits of that property. 
Moreover, there appears to be little reason why the rate 
on this property should not be the same as for that upon 
real estate. If the real property tax is looked upon as a 
rent charged by the state for the private appropriation 
of land, the necessity for any equality with this tax 
disappears. The tax, thus, ceases to be a tax and be- 
comes a quit-rent. Acceptance of this view presup- 
poses changes in our present economic organization, or 
at least in our social thinking. Illinois is little interested 
in this change. For the present, therefore, there ap- 
pears to be little foundation for differentiation in the 
taxation of productive property, be it real estate or 
tangible personalty, apart from taxes imposed for 
specific benefits conferred. These benefits are often 
reached by special taxes and special assessments. 

The necessity for business taxes imposed upon other 
than the property base has been made clear. It is 
thought that little hardship will be caused by the taxa- 
tion of both property and income. A business income 
tax would not be progressive, and if a moderate rate 
were imposed the need of government could be’ met 
without actual hardship to business enterprise. The 
mounting cost of government makes it imperative that 





11The Lexington Herald. 


(Continued on page 326) 





ae awewelCUCOCrll ClO CU Cl 


)- 
1e 
yf 
»f 
1- 
f 


9€ 


te 
yn 


on 
AX 


p- 
or 
ed 
‘:p- 
he 


‘or 
en 


1er 
is 


me 
ate 
net 
“he 
hat 


Death Taxes-Survey of Underlying 
Legal Principles 


By JosEpH F. McCoy, JoHN L. McMaster ANp Leo Brapy* 
Part IV 


death tax liability regardless of the domicil 

of its owner, depending upon whether the law 
of the place where the property is located imposes tax. 
If man were content to abide quietly in his birthplace 
until death, acquiring no lands or goods abroad, ques- 
tions of domicil or situs as they concern death tax lia- 
bility would never arise. But man is movement, his 
restless, questing spirit forever urges him not only to 
repeated shifts of domicil but also to ventures far afield, 
now trusting his argosies to the seven seas and again 
to the all-enveloping air, reaching to the remotest and 
most secret places of the earth. Most death tax laws, 
particularly in the United States, impose death tax 
both upon the principle of domicil of the person and 
situs of the property independent of the domicil of 
the owner. The laws of some states, as for instance, 
New York at present date, select certain classes of prop- 
erty such as real property, tangible personal property, 
shares of corporate stock and so forth owned by per- 
sons domiciled elsewhere for death tax liability, omit- 
ting tax upon property other than as specified in the 
statute; still other states, New Jersey, for example, 
confine the tax on the principle of situs to real property 
and tangible personal property having an actual situs 
in the state; elsewhere under the laws of other states, 
all property of nonresidents located in the state is sub- 
jected to death tax; a few states omit tax altogether. 
Wherever the death tax is based on the principle of 
situs, questions of tax liability arise more or less diffi- 
cult of answer according to whether the property is real 
property, tangible personal property or intangible per- 
sonal property. Before treating the situs of property 
accordingly under these three heads, and at the very 
outset, it should be clearly understood that there is a 
distinct difference between what we shall call the 
“theoretical situs’ and the “practical situs’ of property. 
Property may be theoretically said to have situs in law 
at a given place, whereas, practically, in so far as the 
enforcement of any tax liability is concerned, it has no 
actual situs there. This distinction will be found de- 
veloped and illustrated in the succeeding paragraphs. 


6 aeath or “situation” of property may result in 


Situs of Real Property 


It would seem that nothing could be simpler than the 
determination of the situs of real property for death tax 
as well as for succession, which is obviously where it 
lies. But complexities appear when it is considered 
that the owner may have dealt with the land by contract 
of sale prior to his death so that when he dies, he holds 
only the bare legal title actually as trustee for the bene- 
fit of the buyer. The land to which he holds legal title 
has been equitably converted in so far as he is concerned 





*Members of the New York Bar. 
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into personal property and while this species of intangi- - 
ble personal property may be held to have situs for the 
purpose of death tax in states where the law is compre- 
hensive of all property of nonresidents located in the 
state, it will not be subject to tax in states such as for 
instance New York, where that particular species of 
personal property is not included in the items of per- 
sonal property selected for taxation. By will, an owner 
may direct the sale of his real property wheresoever 
located and thus work what is called in the law “equita- 
ble conversion” of his real property into personal prop- 
erty. Wharton in his work “On the Conflict of Laws” 
writes in this connection : 


There is a conflict among the decisions whether the doctrine 
of equitable conversion may be applied for the purpose of 
subjecting the proceeds of sale of a resident’s real property 
in another state to this tax. The courts of New York and 
Illinois decline to apply the doctrine for such purpose; (Re 
Swift, 137 N. Y. 77, 18 L. R. A. 707, 32 N. E. 1096; Connell 
v. Crosby, (Ill.) 71 N. E. 350) but it is held in Pennsylvania 
that the tax is payable with respect to the proceeds of a 
resident decedent’s real property in another state equitably con- 
verted into personalty by an imperative direction for its im- 
mediate sale. (Williamson’s Estate, 153 Pa. 508, 26 Atl. 246.) 
To have such effect, however, the conversion must take place 
at the time of the decedent’s death; and a direction to sell 
at some future time is insufficient for that purpose. “Thus a 
direction to sell after the expiration of twenty years from the 
death of the testator is not sufficient to work a conversion 
for this purpose.” (Re Handley, 181 Pa. 339, 37 Atl. 587; 
Drayton’s Appeal, 61 Pa. 172.) The doctrine of equitable 
conversion has been applied conversely in Pennsylvania so as 
to relieve from the tax the proceeds of a sale of real prop- 
erty in Pennsylvania equitably converted by the terms of the 
will of a testator domiciled in another state. (Coleman’s Estate, 
159 Pa. 231, 38 Atl. 137.) 

By the application of a similar principle it has been held in 
England that legacy duty is payable upon the share of a de- 
ceased partner, a domiciled Englishman, in the proceeds. of a 
freehold estate in real property outside the United Kingdom, 
used for the purposes of partnership, and forming a partner- 
ship asset. (Forbes v. Steven, L. R. 10 Eq. 178, 39 L. J. Ch. 
N. S. 485, 22 L. T. N. S. 703, 18 Week. Rep. 686. Re Stokes, 
62 L. T. N. S. 176, 38 Week. Rep. 535.) 


What Is Real Property? 


The question as to whether property is real property 
or personal property is not always easily answered. 
Thus the legal representatives of a man domiciled in 
New York who dies the owner of bonds secured by 
mortgages on real property located in certain states, 
such as, for instance, Massachusetts or Michigan, will 
discover that these bonds and mortgages although phys- 
ically located at the domicil are nevertheless regarded 
by the death tax laws of the two states mentioned as 
taxable, as being interests in real property in the respec- 
tive states. They will be taxed again in New York as 
being personal property following the domicil. If the 
situation were reversed and a resident of Massachusetts 
or Michigan owned a bond or mortgage secured by real 
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property in New York it would not be regarded as an 
interest in real property under the laws of New York 
and no tax would accrue in New York. Again quoting 
from the report of the National Tax Association Com- 
mittee on Double Taxation and Situs for the Purposes 
of Taxation, reprinted from the proceedings of the 
Ninth Annual Conference: 


A promissory note or bond secured by mortgage of real 
estate may constitutionally be taxed either as personalty upon 
the principles previously stated as applying to promissory notes 
cords with the popular conception of the nature of a mortgage. 
real estate is situated. Such promissory note or bond, how- 
ever, devolves as personalty, drawing to it the mortgaged real 
estate as an incident. Consequently, upon a consistent applica- 
tion of the rule that property be taxed by the state which 
governs its devolution, such promissory notes and bonds should 
be taxed at the domicil of the former owner. This view ac- 
cords with the popular conception of the nature of a mortgage. 
Only as a matter of legal theory is a mortgagee the owner 
of the mortgaged real estate. No good reason appears for 
distinguishing a promissory note or bond secured by a mort- 
gage. of real estate from other kinds of intangible property 
(such as, for example, corporate stock) which derive their 
value in large measure from real estate. Nor does the fact 
that resort must be had to the courts of the state in which 
the real estate is situated for foreclosure proceedings furnish 
a reason for levying an inheritance tax in that state. The 
same reason would permit the state of residence of a debtor 
to levy an inheritance tax upon such debt. 

Shares of stock in real estate trusts raise a troublesome 
question as to the state in which they should be taxed. The 
answer to it is to be found in the nature of the trust. When 
under the laws of the state within which it operates the 
trust is treated as a corporation, it seems that its shares 
should be treated as personalty. When, however, this is not 
the case, but the shares are merely equitable interest in real 
estate, they should, it seems, be treated as real estate. 


Mr. William Cullen Dennis in his scholarly “Notes”’ 
in the Columbia Law Review, May, 1915, “On the Situs 
of Intangible Personal Property for Purposes of Tax- 


ation,” adverts to the question of situs of real property 
Saying: 

So far as real property is concerned the situation is com- 
paratively simple. Land has its situs for taxation in the State 
where it lies. In such State, however, it may be taxed to its 
owner or owners, resident or nonresident, legal or equitable, 
noe to their respective interests and the law of the 

tate. 

Although the right which the mortgage transfers in the 
land covered thereby is not the legal title, but only an equitable 
interest and by way of security for the debt, it appears to us 
to be clear upon principle, and in accordance with the weight 
of authority, that this interest, like any other interest legal or 
equitable, may be taxed to its owner (whether resident or non- 
resident) in the State where the land is situated, without con- 
— any provision of the Constitution of the United 

tates. 

No State appears to have ever attempted to tax land lying be- 
yond its borders, on the ground that the owner thereof was 
domiciled in the taxing State. But the case of Louisville & Jef- 
fersonville Ferry Company v. Kentucky, involves the same situ- 
ation in principle. Here the Board of Valuation and Assess- 
ment of the State of Kentucky in assessing for taxation a 
ferry franchise across the Ohio River, granted by Kentucky, 
included the value of the reciprocal franchise granted by In- 
diana and taxed the franchise of the Kentucky corporation 
upon the basis of the aggregate value of both franchises. The 
United States Supreme Court held that this amounted in fact 
to hereditament derived from and having its legal situs in 
that State, and amounted to a violation of the Fourteenth 
Amendment as much as if the State taxed the real estate owned 
by that company in Indiana. (1903) (188 U. S. 385, 398.) 


With reference to the foregoing note, it is of interest 
to call attention to the fact that in the early days of the 
Federal Estate Tax administration the Government as 
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a matter of practice did actually tax foreign real estate 
belonging to a resident decedent but this was discon- 
tinued under ruling by the Attorney General. 


Partnership Real Property 


Real property included among the assets of a part- 
nership may also present a problem. Ordinarily, such 
property is not regarded as real property of the part- 
ners. There is an important exception to the rule that 
as between the surviving partner and the real and per- 
sonal representatives of the deceased partner, the part- 
nership lands retain their initial character. Where the 
partners expressly or impliedly agree that the real es- 
tate shall be treated as personalty, not only to the ex- 
tent necessary to settle the partnership affairs, but 
absolutely and for all purposes, effect will be given to 
such agreement, and, on the death of one of the part- 
ners, his share or interest in the lands will pass to his 
executors or administrators as personalty. Barney v. 
Pike, 94 App. Div. 199, 87 N. Y. Supp. 1038; Darrow 
v. Calkins, supra; Buckley v. Doig, 188 N. Y. 238, and 
cases cited. (Jessup-Redfield’s Law and Practice (Sur- 
rogate Court), published 1916; consolidation of 5th 
edition of Jessup with 7th Edition of Redfield at pages 
= and 889, Section 729; also see page 895, Section 

) 


Situs of Tangible Personal Property 


With reference to tangible personal property Mr. 
Dennis in his “Notes” says: 


As regards tangible personal property the situation was orig- 
inally complicated by the insistent and convenient legal fiction 
mobilia sequuntur personam. But this fiction has had to yield to 
the facts of modern life, and it is now settled that tangible 
personal property (unless in interstate. transit) has a taxable 
situs where it is actually found on the date when tax returns 
are made out, irrespective of the domicile of the owner. (See 
Brown v. Houston (1885) 114 U. S. 622, and other cases col- 
lected in Union Transit Co. v. Kentucky (1905) 199 U. S. 
194, 206. Compare the special rule with reference to ships, 
enunciated in Hays v. Pacific Mail Steamship Co. (1854) 17 
How. 596, holding that the act of Congress requiring vessels 
to be registered at the port nearest the residence of the owner 
or manager fixes the situs of such vessels for taxation at that 
port and renders them immune from taxation elsewhere.) 

As a corollary to this ruling it has been held that intangible 
personal property located outside the State of its owner’s 
domicile cannot be taxed to him in that State. (Delaware L., 
etc., R. R. v. Pennsylvania (1905) 198 U. S. 341.) Difficulties 
will doubtless continue to arise from time to time, in applying 
this rule to novel and complicated facts. (Pullman’s Palace 
Car Co. v. Pennsylvania (1891) 141 U. S. 18, 16.) But the 
rule of law appears to be clear—that tangible property like 
land, must be taxed to its owner where it is actually found, 
and not elsewhere. 


Since then the United States Supreme Court has 
flatly held in Frick v. Pennsylvania, 268 U. S. 473, 
that the situs of tangible personal property for death 
tax purposes is the state where it has actual situs and 
that it does not follow the person. Quoting from the 
opinion in that case: 

In support of the tax, counsel for the state refer to statutes 
of New York and Massachusetts evidencing an election by 
those states to accept and give effect to the domiciliary law 
regulating the transfer of personal property of owners dying 
while domiciled in other states; and from this they contend 
that the transfer we are considering was brought under the 
jurisdiction of Pennsylvania, and made taxable there. We 
think the contention is not sound. The statutes do not evidence 
a surrender or abandonment of jurisdiction, if that were ad- 
missible. On the contrary, they in themselves are an asser- 
tion of jurisdiction and an exercise of it. They declare what 
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law shall apply, and require the local courts to give effect 
to it. And it should be observed that here the property was 
administered in those courts, and none of it was taken to the 
domiciliary state. Obviously the accepted domiciliary law could 
not, in itself, have any force or application outside that state. 
Only in virtue of its express or tacit adoption by the states 
of the situs could it have any force or application in them. 
Through its adoption by them it came to represent their will, 
and this was the sole basis of its operation there. Burdick, 
American Cons. Sec. 257. In keeping with this view, New 
York and Massachusetts both provide for the taxation of trans- 
fers under the adopted domiciliary law; and they have im- 
posed and collected such a tax on the transfer we are now 
considering. 

Counsel for the state cite and rely on Blackstone v. Miller, 
188 U. S. 189, 47 L. Ed. 439, 23 Sup. Ct. Rep. 277, and Bullen 
v. Wisconsin, 240 U. S. 625, 60 L. Ed. 830, 36 Sup. Ct. Rep. 
473. Both cases related to intangible personalty, which has 
been regarded as on a different footing from tangible per- 
sonalty. When they are read with this distinction in mind, and 
also in connection with other cases before cited, it is apparent 
that they do not support the tax in question. 

We think it follows from what we have said that the trans- 
fer of the tangible personalty in New York and Massachusetts 
occurred under and in virtue of the jurisdiction and laws of 
those states, and not under the jurisdiction and laws of Penn- 
sylvania, and therefore that Pennsylvania was without power 
to tax it. ; 

The tentative restatement of the law issued by the 
American Law Institute, applicable to jurisdiction over 
chattels, include the following pertinent sections: 


Section 51. <A chattel is subject to the jurisdiction of a state 


within the territory of which it is, except as stated in Sections 
52 and 53 


Section 52. Ifa chattel belonging to a person who is not a 
citizen of or domiciled in the state, is brought into the state 
without his consent, the state has no jurisdiction over his title 
to the chattel until he has had a reasonable opportunity to re- 


move it or until the period of prescription in the state has 
run. 


Section 53. To the extent to which title. to a chattel is 
merged in a document by the law which governed the chattel 
at the time the document was issued, title to the chattel is 
exclusively subject to the jurisdiction of the state which has 
jurisdiction over the document. 


Section 54. <A state has jurisdiction over a chattel outside its 
boundaries only 


(a) If the chattel is located within the state, but is tem- 
porarily outside it; or 

(b) If the chattel was removed from the state without the 
consent of the owner; or 


(c) If the title to the chattel is merged in a document 
which is subject to the jurisdiction of the state. 


Tangible v. Intangible Property 


In view of the statements embodied in Sections 53 
and 54(c), respectively, questions will no doubt arise 
regarding tax liability in such cases. Other questions 
are bound to arise as to whether specific property is 
to be defined as “tangible” or “intangible” since no 
wholly satisfactory definition of either has ever yet been 
phrased. In the absence of statutory definitions ihe 
common law will apply. In Blodgett v. Silberman, 277 
U. S. 1, the Connecticut statute failed to define tangible 
and intangible personal property. The deceased being 
domiciled in that state left among other items of prop- 
erty bonds and treasury certificates of indebtedness of 
the United States, physically located in New York, a 
small savings account in a New York bank, and a small 
amount of bank-bills and coin in a safe deposit box in 
New York, and one of the questions in the case was 
whether these items were tangible or intangible personal 
property. If tangible, they would be subject to the tax- 
ing power of New York and not of the State of Con- 
necticut. The Supreme Court held that the United 
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States bonds and certificates, as well as the savings’ 
account, were intangible personal property and hence 
taxable under the laws of ‘Connecticut, but the bank 
notes and coin in New York, the Court held were 
tangible personal property, subject to the taxing power 
of New York and not to the taxing power of Connecti- 
cut. As we view it, however, it cannot be denied that 
the Connecticut or any other state legislature would 
have the power to define as tangible personal property 
certain of the items involved in this case held by the 
Supreme Court to be intangible personal property if the 
Legislature should see fit to do so. In so defining the 
United States bonds and treasury certificates the Con- 
necticut Legislature would be in accord with the opin- 
ion of the judges of its own highest appellate court. 

Where tangible personal property constitutes part 
of the assets of a partnership the interest of a deceased 
partner will be intangible personal property and hence 
exempt from tax under the statute which taxes only 
tangible property of nonresidents although if he had 
conducted business as an individual such tangible prop- 
erty constituting assets of his business would be taxable. 

In view of the decision of the Supreme Court in Frick 
v. Pennsylvania, 268 U. S. 473, it would seem doubtful 
whether the Federal Government could levy an estate 
tax on tangible personal property of a resident decedent 
having its actual situs abroad although the Federal 
Regulations require that such property be included. 

Situs of Intangible Personal Property 

The American Law Institute in the tentative restate- 
ment regarding jurisdiction, states the following con- 
clusions : 

Section 55. No state has jurisdiction over intangible things 
except as stated in Sections 56, 57, 58 and 59. 

Section 56. Where a right is, by the law which created it, 
embodied in a document, the right is within the jurisdiction of 
the state which has jurisdiction over the document. 

Section 57. (1) Shares in a corporation are subject to the 


jurisdiction of the state in which the corporation was or- 
ganized. 


(2) The certificate of stock is subject to the jurisdiction 
of the state within whose territory it is. 

(3) To the extent to which the state in which the cor- 
poration was organized merges the share in the certificate, the 
share is exclusively subject to the jurisdiction of the state 
which has jurisdiction over the certificate. 

Section 58. Intangible things may be so connected with a 
locality that they are subject to the jurisdiction of the’ state 
with whose territory they are connected. 

Section 59. A business, and all the intangible assets em+ 
ployed in carrying on the business, when dealt with as a unit, 
are subject to the jurisdiction of the state in which the busi- 
ness is carried on. If the business is carried on in more than 
one state, the intangible assets are allocable to one or the 
other state in such a way as gives a fair result. 


Situs of Bonds 


Strictly speaking intangible personal property has 
no actual location or situs anywhere and the ques- 
tion as regards death tax liability on such property 
owned by nonresidents of the taxing states is an- 
swered solely by reference to the fact of jurisdiction. 
The state’s power to impose death tax is limited to 
such property as is within its jurisdiction. Property 
may often be found theoretically but not practically 
within the jurisdiction of a state, that is to say, property 
may have a theoretical but not a practical situs in a 
given state. By way of illustration, take the case of 
the estate of a nonresident of the State of Minnesota 
which includes among its assets shares of stock of 
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‘Minnesota corporations, and also so-called “bearer 
bonds,” the obligations of Minnesota corporations, mu- 
nicipal, state or otherwise, the instruments evidencing 
these obligations being phySically located outside of the 
State of Minnesota. When the legal representative 
comes to make his return to the taxing authorities of 
the State of Minnesota, he will of necessity be required 
to disclose ownership of the bearer bonds and under a 
recent decision of the Minnesota courts, the death tax 
liability upon the bearer bonds must be discharged on 
the theory that the bearer bonds had situs in Minnesota, 
and hence were taxable, and the stock of the Minnesota 
corporations will not be released until the tax liability 
upon ‘both’, stock and bonds is satisfied by payment. 
Practically and theoretically, the situs of the bonds 
was in the State of Minnesota. In the illustration 
given, of course, it is difficult to conceive of the result 
reached by the court as being the law; that is to say, 
that the mere accidental holding of property other than 
the bearer bonds would result in subjecting the latter 
to tax. In distinction, take the case of an estate which 
included bearer bonds of equal value but no stock in 
corporations organized under the laws of Minnesota 
or other property in the jurisdiction. Here we have 
bonds of the same character as in the first estate the- 
oretically having situs under the decisions in the State 
of Minnesota but there is no practical situs there be- 
cause the legal representative makes good delivery of 
the bonds without the aid of any agency in Minnesota. 
Under the circumstances disclosed in the case of the 
second estate, is there any moral obligation on the pari 
of the legal representative to file voluntarily a return 
disclosing the theoretical situs of these securities, and 
the theoretical liability to tax by reason of the owner- 
ship of the bonds and to pay to the taxing officials of 
the State of Minnesota tax thereon? We conceive 
the answer to this last question to be obviously, that 
there is no such obligation on the fiduciary, and if he 
did..make such return and payment of tax voluntarily, 
his accounts filed with the court having jurisdiction 
over the probate would be open to objection. A legal 
representative possessing the most scrupulous moral 
sense conceivable may freely dispose of such assets with- 
out payment of tax on the fundamental principle that an 
unenforceable tax is no tax. The case is analogous 
to a claim against the estate outlawed under the 
statute of limitations. Other instances where the 
distinction between practical and theoretical situs 
of property is evident will be discovered in the case 
of shares of investment trusts and choses in action 
consisting of an interest in the estate of another de- 
cedent, referred to below. 


Situs of Insurance 

The situs of insurance policies should be regarded 
as at the domicil of the deceased policyholder and no- 
where else. The New York courts so held, not only 
as a matter of policy but as a matter of principle, since 
the beneficiaries of the policyholder were entitled to 
collect from the company in the state where such policy- 
holder was domiciled and did not need, he being a non- 
resident, to resort to the New York courts. While the 
question of situs of an insurance policy has never been 
passed upon by the United States Supreme Court, the 
writers do not believe that if the issue is ever squarely 
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presented that the court will follow the implications of 
Blackstone v. Miller, 188 U.S. 189, holding that a debt 
is taxable at the domicil of the debtor where the de- 
cedent is the creditor. 

National Tax Association on Situs 

The report of the National. Tax Association Com- 
mittee on Double Taxation and Situs for the Purposes 
of Taxation above referred to provides a tabulation of 
certain classes of intangible personal property with 
their conclusions as to the situs in each case: 

3. Intangible personal property may acquire a situs for pur- 
poses of taxation independent of the domicil of its owner. 
The law upon this point must be separately stated for different 
forms of intangible personal property. 

(a) Coin is subject to taxation in the jurisdiction in which 
it is permanently located. (It is, of course, tangible rather than 
intangible personal property.) 

(b) Bank bills, though strictly merely evidences of indebted- 
ness, are by analogy to coin subject to taxation in the jurisdic- 
tion in which they are permanently located. New Orleans v. 
Stempel, 175 U. S. 309, 322. 

(c) Deposits in banks. The theoretical relation between a 
bank and depositor therein is that of debtor and creditor. There 
are intimations, however, that by reason of the practical simi- 
larity of deposits in bank to money in pocket such deposits 
are subject to the same rules as to situs for taxation—i. e., 
that bank deposits are subject to taxation in the jurisdiction 
in which they are permanently located, that is, in the jurisdic- 
tion in which the bank is located. (Blackstone v. Miller, 188 
U. S. 189, 205, Cf. Pyle v. Brenneman, 122 Fed. 787.) Even 
if they are treated simply as credits, there is reason for the 
view that they are subject to taxation in the jurisdiction in 
which the bank is located. (See infra “d’”.) 

(d) (Credits not evidenced by or incorporated in written in- 
struments—i. e., open accounts—are subject to inheritance taxa- 
tion in the jurisdiction in which the debtor is domiciled on the 
theory that the state of his domicil has control of the ordinary 
means of enforcement. (Blackstone v. Miller, supra.) 
Whether this is true of property taxation has not been settled. 
See, however, Liverpool, etc., Ins. Co. v. Orleans Assessors. 
In view of the later cases the decision in State Tax on For- 
eign Held Bonds, 15 Wall. 300, cannot be said to be a final 
disposition of this question. 

(e) Whatever may be the law as to whether an ordinary 
credit not evidenced by or incorporated in a written instrument 
—i. €., an open account—is subject to taxation in the jurisdic- 
tion in which the debtor is domiciled, it is settled that a 
series of such credits arising from business transacted in such 
jurisdiction is subject to taxation in that juridiction. (Liver- 
pool, etc., Ins. Co. v. Orleans Assessors, supra.) This is the so- 
called “business situs” doctrine. It implies the existence of a 
business of some degree of permanence. This doctrine has been 
held applicable to credits evidenced by written instruments, 
whether or not such written instruments are within the taxing 
jurisdiction. (New Orleans v. Stempel, supra. Metropolitan 
Life Ins. Co. v. Orleans, 205 U. S. 395.) 

(f{) State and municipal bonds are subject to taxation in 
the jurisdiction in which they are permanently located. (See 
New Orleans v. Stempel, supra. Buck v. Beach, 206 U. S. 
392, 407.) 

(g) Promissory notes are subject to inheritance taxation 
in the jurisdiction in which they are permanently located. But 
in the opinion of a majority of the United States Supreme 
Court such permanent location alone does not give jurisdiction 
for purposes of local taxation. (Wheeler v. New York, 233 
U. S. 434. Buck v. Beach, supra.) It seems, therefore, that 
promissory notes are subject to the same rules, as respects local 
taxation, as are ordinary credits—i. e., open accounts. 

(h) Bonds, being specialties, are subject to taxation in the 
jurisdiction in which they are permanently located. (Holmes, 
J., in Selliger v. Kentucky, 213 U. S. 200, 204.) How far the 
decision in State Tax on Foreign Held Bonds, supra, as lim- 
ited by later decisions establishes the proposition that such 
bonds are not subject to taxation in the jurisdiction in which 
the debtor is domiciled is not clear. It is possible that even if 
an ordinary credit or promissory note is subject to taxation 
in the jurisdiction in which the debtor is domiciled, a bond 

(Continued on page 328) 






j 


s-noWrrtii-:. 


ct 


¢ 


€ 


lok -\ = Tl @ © Bee) 


a ae, ee, a ee ee ee 





ST i oe el 


(wm wt ot SG — ss sl ee oh FU 


=e = PT 





August, 1929 






Complete Expert and Official Publications 
On Double Taxation Now Available 


HE recent publication of a “Collection of Inter- 

national Agreements and Internal Legal Provisions 
for the Prevention of Double Taxation and Fiscal 
Evasion” (League document 1928. II. 45) by the 
League of Nations, completes an entire series of 
League documentation on this complicated subject. 
Since 1920 League committees composed successively 
of economic, technical, and government experts, in 
collaboration with the International Chamber of Com- 
merce, have been working toward a solution of the 
continually increasing difficulties caused by double 
taxation. The present collection of treaties and internal 
provisions, together with the six final draft conven- 
tions agreed upon by the meeting of government ex- 
perts of October, 1928, indicates the end of this phase 
of the experts’ work. The stage is now set for the 
concluding of bilateral conventions between govern- 
ments, based on the groundwork laid by the experts, 
and on the various bilateral agreements already re- 
corded in the collection of texts. 


From the beginning of their work the League experts 
have been assisted by Americans prominent in the field. 
In 1923 Professor Edwin R. A. Seligman, of Colum- 
bia University, was one of four economists selected 
by the League’s Financial Committee to examine the 
question from a theoretic standpoint. The conclu- 
sions reached by Professor Seligman and his associates 
(League document F. 19) enabled the League to 
assemble another committee of experts to examine the 
question from the administrative point of view. When, 
in 1926, this committee was enlarged in order to 
include greater representation of opinion, the United 
States Government was asked to nominate a member. 
Thereupon the Government appointed Professor 
Thomas S. Adams, of Yale University, former eco- 
nomic adviser to the Treasury Department, member 
of the taxation committee of both the United States 
and International Chambers of Commerce. In his 
capacity as expert at the meeting in London, April 
1927, Professor Adams had two American assistants. 
Mr. Mitchell B. Carroll and Miss Annabel Matthews. 
Mr. Carroll is Chief of Tax Section, Commercial 
Laws Division, Department of Commerce, and has 
made first-hand studies of European double-taxation 
matters for the Department of Commerce. Miss 
Matthews is an attorney specializing in matters involv- 
ing foreign taxes for the Bureau of Internal Revenue, 
Treasury Department. Representing the International 
Chamber of Commerce at this meeting was - Mr. 
George O. May, senior partner of Price, Waterhouse 
& Co., New York, and also member of the Double 
Taxation Committee of the National American Com- 
mittee of the International Chamber of Commerce. 

While the conclusions reached by the experts at the 
1927 London conference (League document 1927. II. 
40) were not binding on their governments, four 
tentative draft conventions emerged as “formulae 
capable of acceptance by everyone.” They subse- 
quently served as a basis for the work of the more 
comprehensive committee of government experts, which 
met in Geneva in October, 1928, to formulate the 
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final model conventions, submitted later to govern- 
ments. These latter drafts were six in number 
(League document 1928. II. 49), and were intended 
to give governments expert texts for their own use 
in making bilateral treaties. 


The collection of treaty texts mentioned above was 
undertaken by the Secretariat of the League to sup- 
plement the work of the various committees. It was 
prepared, in fact, at the request of the government 
experts, who in April, 1927, made the following obser- 
vations : 

The conclusion of bilateral conventions would be made 
easier if all the fiscal administrations throughout the world had 
access to the texts of the conventions already concluded. They 
would then be able to take advantage of the work done abroad 
and to keep abreast of the progress made in this matter in 
other countries. The publication of these texts would have 
the further effect of strengthening the tendency toward uni- 
formity in future conventions. 

The effect of the experts’ plan has been described 
by Mr. Carroll as follows: 

It concedes to the country of origin the exclusive right to 
levy its impersonal taxes on certain kinds of income arising 
within its frontiers, but reserves to the country of residence 
the right to impose its impersonal tax on income not stipulated 
as taxable in the country of origin, and its personal tax on 
income from all sources. .. . The principal advantage of this 
plan is that neither the country of origin nor the country of 
residence make a complete sacrifice in favor of. the other. 
Each receives its share of the tax. The country of origin 
collects a fixed rate in the first instance. The country of resi- 
dence then levies its personal tax on the recipient in respect of 
his total income, inclusive of that already taxed at origin.1 


The fundamental difference between the present 
American system and the experts’ proposals is that the 
American system is based on the principle of origin. 
Under it, Mr. Carroll says: 


The country of residence by reciprocal agreement concedes 
the prior right to tax to the country of origin, and grants relief 
against its own tax on total income within the limitation of the 
amount its own tax would have been if the foreign income had 
proceeded from domestic sources. ... This system is con- 
sidered satisfactory for a nation that desires to encourage the 
expansion of its foreign trade, and is willing to afford relief 
from double taxation to its own citizens or residents, irrespec- 
tive of the measures other states may take. 


In the opinion of the three American officials who 
have been most actively engaged in the task of trying 
to eliminate international double taxation, the position 
of the United States in the matter is not particularly 
favorable, especially if our status is compared with 
that of those European countries which are now 
benefiting from reciprocal agreements concluded in the 
past few years. “Unless the United States,” writes 
Professor Adams,? “can devise ways and means to 
participate effectively in this movement, our business 
concerns—particularly American exporters—may find 
themselves in a few years competing with foreign 
rivals who are relieved from a substantial burden of 
double taxation to which our nationals and/or resi- 
dents are subject.” 


Both Messrs. May and Carroll have corroborated 
this statement, the former observing in an article in 
“Foreign Affairs” that “with our growing interests in 
foreign countries it would seem wise to adopt a liberal 
policy.” Mr. Carroll mentions more specifically that 
“certain European countries, through their reciprocal 





: 1U. S. Trade Information Bulletin No. 523. 
2Introduction in U. 8. Trade Information Bulletin No. 523. 
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agreements, have accorded their citizens greater relief 
than the United States has given to Americans, in 
respect of income received within the country.” 


In one field, however, American leadership is un- 
disputed. In the Revenue Act of 1921 a pioneer step 
was taken when “the United States in effect, offered 
to exempt profits derived from the operation of ships 
documented under the laws of other countries, pro- 
vided such countries exempted profits derived from 
the operation of ships documented under the laws of 
the United States.” Almost immediately this offer 
was accepted by the British Government, and within 
five years by most of the great maritime countries. 
“International shipping concerns have been practically 
freed from the burdensome and particularly vexatious 
form of double taxation to which they were formerly 
subjected. They are now governed by one substan- 
tially uniform provision regarding the country in 
which their profits are taxable.” 

This agreement, which Professor Adams regards as 
a model for future solutions supplementary to the 
bilateral conventions, was the first of its kind to be 
put into actual practice. Its principle was accepted 
completely by the experts, and it seems likely to endure 
as a model for future reciprocal agreements. 

Below is given a list of doubie taxation documents. 
in chronological order, published by the League of 
Nations. In the United States these may be obtained 
from:the World Peace Foundation, 40 Mt. Vernon 
Street, Boston, Mass. 

Memorandum on Double Taxation, by Sir Basil P. 
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Sao York; 
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Note on the Effect of Double Taxation Upon the Placing 
of Investments Abroad, Prepared for and Circulated 
by Sir Basil B. Blackett. 1921. 43pp 
Number for both documents, E. F. S 16, Re RE Sikes $.80 


Report on Double Taxation Submitted to the Financial 
Committee, by Professor Bruins, Einaudi, Seligman, 
-_ Sir Josiah Stamp. No. E. F, S. 73, F. 19. 1923. 
ME) GB éSdwnc 0c mosehiene svecesiodsienenen Maer ee aener 6 50 


Double Taxation and Tax Evasion. Report and Resolu- 
tions Submitted by the Technical Experts (European 
Administrative) to the Financial Committee of the 
League of Nations. No. F. 212. 1925. 45pp......... 40 


Double Taxation and Tax Evasion. Report Presented 
by the Committee of Technical Experts on Double 
Taxation and Tax Evasion (Enlarged Committee, In- 
cluding American Member). No. 1927. II. 40. 1927. 
GH. web ewdeene de cece nuie eatin d ht PORSURe calc eaees 30 
Summary of Observations Received From Governments 
on Report of Technical Experts (Preceding Docu- 
ment). No. 1928. II. 46. 1928. 19pp............. .20 
Double Taxation and Tax Evasion. Report Presented 
by General Meeting of Government Experts on Double 
Taxation and Tax Evasion (Final Meeting). No. 1928. 
Ss, Me So 5 kee dua os Cones chen aeaee anaes 40 
Double Taxation and Fiscal Evasion. Collection of Inter- 
national Agreements and Internal Legal Provisions for 
the Prevention of Double Taxation and Fiscal Evasion. 
ce. 2 = FF Ror, 2.50 


ee EE: aevivedukisicbiinds Gdccainsiascdin $5.10 


Court Decisions 


Affiliated Corporations.—Affiliation of three corporations 
is denied where two stockholders owned 994 out of 1,000 
shares of stock of the first corporation, 60 out of 100 shares 
of the second, and all of the stock of the third corporation, 
but is allowed as to the first and the third corporations for 
the period during which the two stockholders owned all of 
the stock of the third corporation.—District Court of the 
United States, District of Massachusetts, in Goldstein 
Brothers Amusement Company v. Thomas W. White, Collec- 
tor. Law No. 3143. 


Bad Debts—Losses.—The worthlessness of a debt is held 
not established where the debtor is a person of large earn- 
ing capacity, owns considerable property, and has a high 
standing as a citizen and public official. 

A stockholder’s loss on the stock of an insolvent cor- 
poration is deductible in the year the corporation is ad- 
judged insolvent. 

Failure to establish cost of stock precludes deduction of 
loss.—District Court of the United States, W. D. Penn., 
In the Matter of John A. Bell, Bankrupt. No. 12172, In 
Bankruptcy. 


Business Expense.—Racing stables conducted by the re- 
spondents were held to constitute a “business” or a “trans- 
action entered into for profit” and hence the decision of 
the Board of Tax Appeals, 8 B. T. A. 651 (C. C. H. Dec. 
2910), allowing deductions for losses sustained, was 
affirmed.—United States Circuit Court of Appeals, Ninth 
Circuit, in David H. Blair, Commissioner, v. John R. Ros- 
seter. No. 5724. 


An amount credited to the account of a deceased em- 
ployee in consideration of his long and faithful service is 
held to be an ordinary and necessary business expense 
deductible in the year credited—District Court of the 
United States, E. D. of Penn., in Philip Wunderle v. 
Blakely D. McCaughn, Formerly Collector of Internal Reve- 
nue for the First District of Pennsylvania. No. 13938. 


Minor items of plant and equipment purchased after a 
mine had been developed and necessary to maintain its 
regular and normal output are proper deductions from gross 
income in the year purchased.—District Court of the 
United States, So. Div. of No. Dist. of Alabama, in Roden 
Coal Company, Inc. v. United States of America. No. 3497. 


(Continued on page 321) 
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PRESENT income taxes on life-insurance companies are 
described as “entirely inadequate” in a report of the 
study of the subject made by the Division of Investigation 
of the Joint Committee on Internal Revenue Taxation, 
issued on July 3. 

The conclusion is reached that the total tax payable by 
life-insurance companies for the years 1921 to 1928, in- 
clusive, would have been $349,323,000 more if the follow- 
ing recommended method of levy had been followed: 

“(a) The gross income of insurance companies to include 
all interest, dividends, and rents received in the taxable 
year, except interest from tax-exempt securities. 

“(b) The net income to be computed by deducting from 
gross income domestic dividends, investment expenses, 
real-estate expenses, depreciation, interest paid, and a 
specific exemption of $3,000 in the case of companies having 
a net income of $25,000 or less. The deductions mentioned 
above to be defined as in the case of the present law and 
subject to the same limitations. The special deduction of 
4 per cent of the mean reserves and 2 per cent of the re- 
serve for deferred dividends, provided for in the 1928 act, 
not to be allowed. 

“(c) The tax to be computed on the net income, deter- 
mined as above specified, by applying thereto a rate equal 
to one-third the rate of tax levied on ordinary corporations 
for the same taxable year; or, at the option of the insurance 
company, the tax may be computed at the full standard 
corporation rate upon the net income computed on the cash 
receipts and disbursements basis under the same provisions 
as are prescribed in the case of the ordinary corporation.” 

The investigation of the theory of our present life-insur- 
ance provisions, lead the committee’s investigating division 
to the following general conclusions as to the proper tax- 
ing bases: 

“(a) It is theoretically sound to tax life-insurance com- 
panies on the basis of their investment income. Premium 
income can not logically be considered as taxable income 
to the company. 

“(b) It is not theoretically sound to exempt life-insur- 
ance companies from taxation on an amount equal to 4 per 
cent of the mean of their reserve funds held at the begin- 
ning and end of the year. 

“(c) It is not consistent to allow life-insurance companies 
to exclude capital gains and losses from the computation 
of their incomes, when every other corporation in the coun- 
try must include such gains and losses.” 

Despite this accepted theory, the following reasons are 
presented in support of special treatment of life-insurance 
companies: 

“(a) A tax levied on life-insurance companies will be 
borne, at least, largely by the policyholders. It is esti- 
mated that 65,000,000 different individuals hold insurance 
policies, and as we have less than 3,000,000 income-tax pay- 
ers, it will follow that more than 62,000,000 individuals who 
should be exempt from taxation will be taxed indirectly by 
this tax collected at the source. 


“(b) The State taxes, licenses, and fees have become so 
heavy on life-insurance companies that a heavy Federal tax 
would be hard to bear and even might put our companies 
at a disadvantage in competing with foreign companies. 
The State and local taxes at present are about four times 
the Federal income tax. 


“(c) The insurance company must estimate Federal taxes 
for a long period in the future in making their life-insur- 
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ance contracts. A sudden and large change in the tax on 
life-insurance companies would, therefore, affect the value 
of the contracts already in force. 

“(d) The public service rendered by the life-insurance 
business in reducing pauperism and encouraging thrift can 
not be overlooked, especially when it is remembered that 
these companies are nearly all on a mutual or profit-shar- 
ing basis and that other mutual organizations and even 
certain industries not on a mutual basis receive special re- 
lief under our revenue act.” 

Accordingly, as a measure of a fair tax on life-insurance 
companies, maximum and minimum levies are recom- 
mended for consideration: 

“(a) Maximum tax.—It would be unfair to tax the net 
taxable investment income of life-insurance companies at a 
rate higher than the normal rate (5 per cent) on individuals, 
for to do so would be to tax practically every individual 
having a policy at a rate higher than he would pay if the 
income accrued to him direct. For 1927, the ‘maximum tax 
is computed to be $29,560,600 on the above principle. 

“(b) Minimum tax.—The tax on insurance companies 
should not be less than the tax that would be returned at 
the standard corporation rate on their increase in surplus 
and on their dividends to stockholders in the taxable year. 
This tax would certainly appear fair as the direct interest 
of the policyholders in the company is represented by the 
reserve and not by the surplus, and because the stock- 
holders of an insurance company should not be treated 
differently than the stockholders of any other corporation. 
For 1927 the minimum tax is computed to be $24,308,622 
on the above principle.” 


NEW field division of internal revenue agents will be 

established at Los Angeles, California, according to in- 
formation received by Senator Shortridge of California 
from Secretary Mellon. 

The new division will comprise the Sixth Collection Dis- 
trict of California, in which are Imperial, Kern, Los An- 
geles, Orange, Riverside, San Bernardino, San Diego, San Luis 
Obispo, Santa Barbara and Ventura counties, and the State 
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of Arizona. Arizona has been a part of the Denver division 
of The Income Tax Unit. 


‘THE right of the United States government to deduct 

from a refund payment due the amount of an indebted- 
ness due from a taxpayer was upheld in a recent decision 
by Comptroller General J. R. McCarl in the case of the 
Cosmopolitan Trust Company. 


Checks drawn on the bank payable to the United States 
government became uncollectible in full when, by order of 
the Commissioner of Banks for Massachusetts, the bank 
was placed in the hands of a liquidating agent. 


The contention that the effect of the settlement by the 
Government was a claimed right to priority under Section 
3466, Revised Statutes, was pronounced incorrect by the 
Comptroller General. “All claims and demands,” he holds, 
“in which the United States is interested, whether as 
debtor or creditor, are required by Section 236, Revised 
Statutes, as amended by the Budget and Accounting Act 
of June 10, 1921, 42 Stat. 24, to be settled and adjusted in 
the General Accounting Office, and it is well established 
that the United States has the right in settling such claims 
to set off against credits any debits in its favor.” 

Among the supporting court decisions cited was that in 
George D. Harter Bank of Canton, Ohio, v. Inglis, 6 Fed. (2d) 
841, certiorari denied, 269 U. S. 576, where the principle is 
stated that: 


‘“* * * Ordinarily a bank may set off a deposit against 
a debt due it from the depositor. Where insolvency has 
intervened, equity has extended the right to an unmatured 
note, upon the theory that in good conscience one ought 
not to be required to pay a debt to his creditor if he cannot 
ultimately compel the creditor to pay a debt due him. 
Laclede Bank v. Schuler, 120 U. S. 506. * * *” 


FoR the guidance of Congress the Division of Investiga- 
tion of the Joint Committee on Internal Revenue Taxation 
has made a statistical analysis of refunds of over $75,000, 
paid during the last seven months of 1928. 


The summary of the outstanding facts in the report, 
prepared by Mr. L. H. Parker, head of the investigating 
division of the committee, follows: 


“This report covers in detail the period June 1 to De- 
cember 31, 1928. No refunds were received under the 
requirements of the 1928 act prior to June 1, 1928. In 
making a statistical analysis, however, refunds and credits 
reported to the joint committee under the ‘urgent defi- 
ciency bill’ are included. This gives a 2l-month period 
which is more representative of general conditions than the 
7-month period first noted. 


“In the opinion of the writer, the most important facts 
brought out by this report are as follows: 


“First. Eighty-three per cent of the total overassess- 
ments reported in a 2l-month period are for taxable years 
prior to 1922, or in other words are for the period during 
which the excess profits tax was in force. A decrease in 
refunds may be expected when the excess profits tax years 
are finally closed. 


“Second. Valuations, required by the various provisions, 
are probably the cause of more controversy than any other 
determinations necessary under our present revenue act. 


“Third. The increase in the rate of refundment during 
the present fiscal year appears to be due to three factors, 
(a) the decision of the Supreme Court in re life insurance 
companies, (b) the large refund to the United States Steel 
Corporation, and (c) the drive of the bureau to get its 
work current. 


“Fourth. The study of individual cases indicates that a 
review of certain regulations which are uniformly favorable 
to certain industries might profitably be made, since these 
issues may not get before the courts. This study might 
provide information upon which legislation could be based. 

“Fifth. The refunds and credits made by the commis- 
sioner are in general plainly correct and not open to serious 
criticism. A difference of opinion exists in relatively few 
cases.” 

The following facts and conclusions reached as a result 
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of the study are presented in the foreword to the report. 

“First. The total overassessments plus interest allowed 
in cases of over $75,000 each amounted to $106,569,893.99 
for the seven-month period June 1, 1928, to December 31, 
1928. The rate of refundment with interest was, therefore, 
$15,224,270 per month. Similar overassessments for the 
14-month period March 1, 1927, to April 24, 1928, amounted 
to $117,630,055.44, which gives a rate of $8,402,147 per 
month. 

“Second. It appears that the increase in the rate of re- 
fundment of nearly 80 per cent since June, 1928, is prin- 
cipally due to three factors: The decision of the Supreme 
Court of the United States in the National Life Insurance 
Company case; the large refund to the United States Steel 
Corporation; and the drive of the Bureau to settle old tax 
cases. 

“Third. The interest paid on the overassessments made 
in the seven-month period has amounted to $22,473,308.38. 
This represents an average interest charge of 26.72 per cent. 

“Fourth. An analysis has been made of the overassess- 
ments reported for the seven-month period June 1, 1928, 
to December 31, 1928, and those reported for the 14-month 
period, March 1, 1927, to April 24, 1928, taken together. 
This analysis shows as follows: 

““(a) Eighty-three per cent of the total overassessments 
reported involve the excess-profits tax years (1917 to 1921). 

“*(b) Forty-two per cent of the total overassessments re- 
ported are caused principally by the three provisions—in- 
vested capital, special assessment, and amortization. These 
provisions have no application to taxable years since 1921. 
The two last-named provisions are special relief sections of 
the old revenue acts. 

““(c) Thirty-three per cent of the total overassessments 
are due principally to the adjustment of questions involving 
valuations. It appears fair to conclude that the most trou- 
blesome provisions of our present revenue act are those 
requiring such valuations, which are based largely on judg- 
ment. 


“*(d) There appears to be a disproportion in the ratio of 
total income and estate taxes paid by States, and the ratio 
of the refunds allowed by States. For instance, New York 
pays about 30 per cent of the taxes and receives 46 per 
cent of the refunds. The data is considered insufficient for 
definite conclusions from the above fact.’ 


“Fifth. In regard to the individual refunds, it appears 
that on the whole the action of the commissioner in mak- 
ing these allowances show proper, just, and careful han- 
dling in the face of many difficulties. A few cases have 
appeared doubtful and a difference of opinion results. This 
is recognized as being inevitable in view of the complexity 
and uncertainty of certain provisions of our revenue acts. 


“Sixth. One case was withdrawn by the commissioner 
for correction on account of an error pointed out by this 
division. The saving which resulted was approximately 
$193,000. The promptness with which this action was 
taken was evidence of the desire of the Department to 
cooperate with this committee.” 


A NEW angle to prospective tax reduction was given by 
President Hoover in his semi-weekly press conference 
on July 23, when he expressed the opinion that hope of 
another tax cut is predicated on the reduction of military 
and naval expenditures. ‘ 


“The American people should understand,” said Presi- 
dent Hoover, “that current expenditure on strictly military 
activities of the army and navy constitutes the largest 
military budget of any nation in the world today, and at a 
time when there is less real danger of extensive disturb- 
ance to peace than at any time in more than half a century. 


“The hope of tax reduction lies in large degree in our 
ability to economize on the military and naval expenditure 
and still maintain adequate defense. Our whole situation 
is certainly modified by the Kellogg pact. 


“We hope to save materially on naval expenditures by 
an international agreement on naval arms. In the matter 
of army outlay, I am in agreement with the secretary of 
war to set up within the general staff a commission of 
leading army officers to reconsider our whole army pro- 
gram, to see what services and other outlays have become 
obsolete through advancement of science and war methods 


THE NATIONAL INCOME TAX MAGAZINE 319 

























haeatan ' PADERS 


RY this experiment with the loose leaf sheets 
you are using in your binders! Will a single sheet 
hold the weight of your binder? If it is a Weston 
Ledger Paper no fear—it will. For Wesron papers 
are built to endure. Each sheet combines strength with 
a perfect surface for writing, printing and ruling— 
Essential qualities but not found in every ledger paper. 
The distinguishing feature of FLexo Lepcer is the 
famous patented built-in hinge, the invention of which 
insured the permanent success of loose leaf binders. 
Then there are Wavery Lepcrr, the same fine paper 
as Frexo, but without the hinge feature, especially 
adapted to important office forms and inter-office com- 
munications; CENTENNIAL LepcER, a favorite with 
printers because of its ideal printing surface; Typa- 
counT, the perfect sheet for machine bookkeeping 
forms; and, finally, Byron Weston Co. Linen 
RecorD, the strongest paper made, guaranteed to stand 
up for generations and safeguard important records 
that must be permanent. 
Specify a Weston paper for any requirement, 
Samples gladly sent to anyone interested, or 
obtainable through your regular source of supply. 


BYRON WESTON COMPANY 
Makers of the world’s s finest vecord papers 


| Mitts at Darton, Mass. NATIONALLY DrstTrRIBuTED | 














320 


and what development programs can be well spread over 
longer periods in view of the general world outlook and at 
the same time maintain completely adequate preparedness; 
such an investigation to be’ constructive and not destruc- 
tive.” 

Naval and military expenditures of the United States, 
United Kingdom, France and Japan were presented as 
follows: 


United States 


1927-1928 (actual expenditures) .............. $624,600,000 

1928-1929 (actual expenditures) .............. 684,700,000 

MEIN a COGUIEINEE) io ci cieciednds vecwcceees 741,000,000 

United Kingdom 

1927-1928 (actual expenses) ..............006. 570,758,400 

1928-1929 (actual expenses) ............ee008: 551,464,200 

IT MOSUIIOR he doe dec crecmetaccsen se 547,274,600 
France 

Be a ee er 407,915,000 

Be ee ee eee 523,241,000 
Japan 

1927-1928 (actual expenditures) .............. 212,383,000 

1928-1929 (actual expenditures) .............. 224,352,000 

ee SUE. cv ccuubectunstvencanes ene 235,351,000 


Tax reduction advocates obtained renewed hope early in 
july from the announcement that the Government’s book- 
keeping surplus amounted to $185,000,000. As to the ad- 
visability of decreasing government revenues, President 
Hoover made the following statement on July 2: 

“We are giving careful study to the possibility of tax 
reduction. We all hope that the situation may work out 
on the side of a safe surplus for material relief. We must 
determine three things before there can be any conclusion 
upon the subject. 

“First—We must know what the effect will be of the 
legislation during the last 12 months, which has greatly 
increased expenditures for the present fiscal year beyond 
the original budget. The new, enlarged program for naval 
armaments; the increased expenditure on Army and Navy 
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aviation; the rebuilding of Army posts and increased ex- 
penditures on veterans’ services—in addition to the neces- 
sities in the Mediterranean fly and farm-relief work—have 
all intervened since the budget was passed by Congress. 

“Second—We must know how far we can reduce ex- 
penditures of the Government in other directions to par- 
tially compensate for these increases imposed during the 
past 12 months. We know that expenditures for the fiscal 
year just passed exceed the original budget by over 
$200,000,000, and much of the legislation expanding expen- 
ditures has not yet come into effect. The completion of 
the budget for the year beginning July 1, 1930, will be 
helpful in determining the rate of these increased expendi- 
tures. 

“Third—We must know how far the increase in revenue 
is due to the temporary stock-exchange activity.” 

In consequence of contrary reports, announcement was 
subsequently made that President Hoover and Secretary 
Mellon are in agreement on the question of tax reduction. 

Leading members of the Senate Finance Committee and 
the Ways and Means Committee of the House also appear 
to agree in the main with President Hoover’s position that 
the extent of further tax reduction, if any, at the next 
regular session of Congress depends upon the prospective 
relationship of government receipts and expenditures. 


CCORDING to preliminary figures announced by Sec- 
retary of the Treasury Mellon, the surplus at the close 
of the fiscal year was $185,000,000; $124,000,000 of this sur- 
plus has already been applied to retirement of public debit, 
and the balance will be applied to the same purpose early 
in the current fiscal year. The total gross debt on June 
30, 1929 was $16,931,000,000, which was $673,000,000 less 
than the debt at the close of the preceding fiscal year. 
Although the corporation income tax yielded less than 
in the fiscal year 1928 and back tax collections were smaller 
than had been expected, receipts from the individual income 
tax more than made up for these decreases. In his state- 
ment relative to the finances of the Government for the 
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fiscal year 1929, Secretary Mellon commented as follows 
on the increase in receipts from the individual income tax: 

“Until the returns have been analyzed, it is impossible 
to assign definite reasons for this abnormal increase, but, 
generally speaking, it was unquestionably due to wide- 
spread prosperity, the cumulative results of the reduction 
of surtax rates to a more reasonable point, and more 
specifically to increased income realized on the sale of 
capital assets due, in the main, to an exceedingly active 
and constantly rising security market. 

“The Treasury’s estimates of receipts from the corpora- 
tion tax and from back taxes were reasonably accurate. 
Owing to the unprecedented conditions above described, 
which it was impossible to forecast with certainty, the 
receipts from individual income taxes were considerably 
underestimated.” 

The increase in revenue from customs duties is ac- 
counted for by Mr. Mellon, in large measure, by the im- 
pending change in tariff rates. Experience having shown 
he said, that imports tend to increase prior to tariff legis- 
lation. 

A loss of about $45,000,000 resulting from the repeal of 
the excise tax on the sale of automobiles and of about 
$12,000,000 owing to increased exemptions applicable to 
the so-called amusement tax, a total loss of some 
$57,000,000, was almost entirely made up by increases of 
about $40,000,000 from the tobacco tax and about 
$16,000,000 from stamp taxes, so that the net decrease in 
miscellaneous tax revenue, as compared with the previous 
fiscal year, was but $14,000,000. 

“The most significant changes to be noted in 1929 as 
compared with 1928, in so far as receipts are concerned, is 
the almost complete disappearance of the large revenue 
derived up to the present time from the sale of government- 
owned capital assets, continued downward trend in back 
tax collections, the loss in revenue occasioned by the repeal 
of the automobile tax, the modification of the admissions 
tax and the reduction of the corporation tax rate; and, on 
the other hand, the unusual increase in receipts from the 





- FEDERAL INCOME AND ESTATE 


Correlated and Annotated 
(Fourth Edition) 


THE NATIONAL INCOME TAX MAGAZINE 321 


individual income tax, the record-breaking receipts from the 
tobacco tax and the unusually large yield of the stamp tax.” 
Receipts and expenditures for the fiscal years 1928 and 


1929 are given by the Treasury Department as follows 
(in millions): 








1928 1929 
Total ordinary receipts............. $4,042 $4,033 
TERDRUMIRTOR. 665 Ceewie.s'scecismommnes 3,644 3,848 
RIGA sit eter kaos isin sol sae $ 398 $ 185 
TO EE acca cewintntbesoun $3,364 $3,540 
POI ARDS 555 ccs ivivignivysineseniudi +0 2,174 2,331 
Miscellaneous internal revenue 
RE hig sine sep watnaniacmin entre 621 607 
PIT bc ucdcnneavadeateus nes 60 60 
NIN orci oi sicss nis sloucie tone uai seein wieieieis 569 : 602 


1Expenditures chargeable against ordinary receipts. 

*Aggregate receipts from customs duties, income tax,. and mis- 
cellaneous internal revenue taxes. 

+\pproximate figures. 


Court Decisions 
(Continued from page 316) 

Capital Stock Tax.—The definition of the term “corpora- 
tion” in the capital stock tax provisions of the 1918 and 
1921 Acts is broad enough to cover a bank created and 
operated by a state. 

A bank created and operated by a state, although it is am 
instrumentality of the state, being engaged in business of a 
private character is deprived of the immunities of a sov- 
ereign and is subject to the capital stock tax imposed by 
the 1918 and 1921 Acts.—United States Circuit Court of 
Appeals, Eighth Circuit, in The State of North Dakota do- 
ing business as the Bank of North Dakota v. Gunder Olson, as 
Collector of Internal Revenue of the United States for the Dis- 
trict of North Dakota. No. 8122. May term, 1929. 


A mutual insurance company, for purposes of the capital 
stock tax imposed by Sec. 1000 (c) of the I9T8 Act,. 
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“ 


must include in “surplus or contingent reserves maintained 
for the general use of the business” (1) such sums as sub- 
sequently to the close of the year are withdrawn by appro- 
priate resolution for payment as annual dividends to policy 
holders entitled thereto; (2)’sums taken out in like manner 
for payment as accumulated dividends to holders of de- 
ferred dividend policies entitled thereto; and (3) the aggre- 
gate of dividends provisionally declared out of the surplus 
account in previous years and for the current year, to be 
held against deferred dividend policies maturing in future 
years. 


The capital stock tax imposed by Sec. 1000 of the 1918 
Act, having been repealed by Sec. 1400 of the 1921 Act, ef- 
fective January 1, 1922, creates no tax liability as to cor- 
porate business done during the year ended June 30, 1922.— 
United States District Court, 2nd Dist. of New York, in 
New York Life Insurance Co. v. Frank K. Bowers, Collector. 


In connection with efforts to liquidate its holdings of 
standing timber, a corporation entered into an agreement 
with a timber purchaser for the construction and operation 
of a private logging railroad from its properties to tide- 
water. It contributed its share of the construction costs 
but at no time operated the road. It also supervised, to 
the extent of protecting its own interests, the logging op- 
erations of the timber purchaser. Held that it was not 
“doing business” so as to be liable for tax under the capital 
stock tax provisions of the 1924 Act.—District Court of 
the United States, W. D., Michigan, in Clallam Lumber 
Company v. United States. 


Compensation of Employee from Corporation’s Net 
Profits, Taxation of —A taxpayer on the accrual basis and 
entitled to receive extra compensation from the employing 
corporation’s net profits, having bound himself to invest 
such compensation in the corporation’s stock which is to 
be held in trust for him during the term of his employment, 
should report compensation used to purchase the stock as 
income for the year the purchase was made.—United States 
District Court, So. Dist. of New York, in O. Victor Rodri- 
gues Vv. William R. Edwards, former Collector. At law, No. 
40-358. 


Corporation Distributions—An amount in settlement of 
patent infringement claims paid to a corporation and by it 
distributed as dividends to another corporation, its sole 
stockholder, as a means of effecting the distribution to the 
stockholders entitled thereto, is not taxable to the second 
corporation, where the first corporation was legally obli- 
gated to pay the said amount to its former stockholders, the 
second corporation after its payment standing in the same 
financial condition as though the amount had been paid by 
the first corporation direct to its former stockholders.— 
United States District Court, No. Dist. of New York, in 
Ansco Photo Products, Inc. v. Jesse W. Clark, Collector. Law 
No. 1053. 


Federal Estate Tax.—Federal estate tax under the 1918 
Act held constitutional insofar as it taxes the dower inter- 
est of a widow, or an estate accepted in lieu of dower, pass- 
ing by operation of the laws of Missouri.—United States 
Circuit Court of Appeals, Eighth Circuit, in United States 
of America v. A. H. Waite, et al.; Noah Crooks, Collector of 
Internal Revenue for the Western District of Missouri, v. A. H. 
Waite, et al.; Noah Crooks, Collector, v. Mary Z. Hibbard, 
Administratrix of the Estate of Charles D. Zook, ‘deceased, 
Appellee. 


The husband’s one-half interest in the property of his 
wife under the statutes of Nebraska should be included in 
his deceased wife’s gross estate under Sec. 402 of the 1921 
Act.—United States Circuit Court of Appeals, Eighth Cir- 
cuit in United States of America v. Gould Dietz. No. 8325. 
May term, 1929. 


Under a partnership agreement it was stipulated that a 
future incorporation of the business was to take place to be 
based on the capital invested in the business by the part- 
ners as evidenced January first previous by a private ledger 
to be kept by one of the partners; that one-seventh of the 
total stock issued by the corporation was to revert to one 
partner; and that the remaining six-sevenths was to be 
divided between the other three partners as their interests 
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might appear from said private ledger. Held that when 
subsequent to incorporation a sum was transferred on the 
corporation’s books to cover the issuance of a one-seventh 
interest to the partner first’ mentioned, such action was 
proper, and that the gross estate of one of the other three 
partners, then deceased, should be determined without in- 
cluding the amount represented thereby.—United States 
District Court, E. D. of New York, in De Witt A. Davidson, 
as Successor, etc. v. John T. Rafferty, Collector. 


The Estate Tax Act of 1916 is constitutional in so far as 
it affects a tenancy by the entireties which is subject to the 
laws of Maryland since it is not a direct tax requirin~ ap- 
portionment, is not imposed on property but on the privi- 
lege of transferring it, and is measured by the value of the 
interest transferred or which ceases at death. Decision 
of the United States District Court, Dist. of Maryland, 28 
Fed. (2d) 887, reversed.—United States Circuit Court of 
Appeals, Fourth Circuit, in United States of America Vv. 
James E. Tyler, Jr. and William G. Tyler, Administrators. 
No..- 2840. 

Fraudulent Tax Returns.—The filing of a false partner- 
ship return was held to have involved the partners in a 
conspiracy to defraud the United States—United States 
Circuit Court of Appeals, Fourth Circuit, in Morris Lisan- 
2 and David Lisansky v. United States of America. No. 

Inventories, Valuation of.—An inventory valuation at De- 
cember 31, 1917, based on “normal cost which would ap- 
proximate values of 1915” is not an inventory valued at 
cost.—United States District Court, W. Dist. of Washing- 
ton, No. Div., in Western Dry Goods Company v. United 
States of America. No. 11706. 


A taxpayer obligated under firm sales contracts at the 
end of 1919 to sell its product at a price less than cost of 
manufacture and less than the prevailing market of similar 
merchandise may not anticipate the loss in 1919 by inven- 
torying, at less than cost (inventory otherwise taken at 
cost), raw material suitable for the contract but not specifi- 
cally appropriated to it. Decision of Board of Tax Appeals, 
Bf. &, 121, affirmed.—United States District Court, E. 
D. of Penn., in Ewing-Thomas Converting Company, Inc. v. 
Blakely D. McCaughn, Collector of Internal Revenue. 

Invested Capital.—Invested capital does not include in- 
tangible property, such as a newspaper’s circulation, unless 
it was actually paid in for the corporation’s stock. 

In computing invested capital for a given year the in- 
vested capital at the close of the preceding year is to be 
reduced by the amount of the income and profits taxes ac- 
crued for such preceding year. 

Current earnings available for the payment of dividends 
paid after the first 60 days of the year are to be reduced to 
the extent of the pro rata amount of the income and profits 
taxes accrued for such year to the date of dividend pay- 
ment.—Court of Claims of the United States in The Daily 
Pantagraph, Inc. v. The United States. No. F-881. 

Lessees—Allowances for Depreciation of Leased Prop- 
erty——A lessee under a lease requiring maintenance and 
restoration of property of a like quantity to that leased is 
not allowed deductions for depreciation on such property 
or for claimed losses on any of such property sold or other- 
wise disposed of at prices below the amounts itemized in 
the léase agreement. —United States Circuit Court of Ap- 
peals, Sixth Circuit, in Ohio Cloverleaf Dairy Co. v. Commis- 
sioner of Internal Revenue. 

Liquidation Distributions.—Distributions in liquidation, 
under the 1921 Act, must be regarded as ordinary dividends, 
subject to tax to the extent that earnings after March 1, 
1913, are contained in them, and under the presumptions 
created by Section 201 (b) and (f) of the 1921 Act the earn- 
ings after March 1, 1913, must be held to have been dis- 
tributed first—District Court of the United States, E. Dist. 
of Penn., in Thomas G. McCahan v. Blakely D. McCaughn, 
Collector. No. 13466, Sept. term, 1927. 

Refund Claims.—A claim for refund of alleged overpay- 
ment of 1918 tax, which was filed on Form 843 and con- 
tained only a bare allusion to a “bad debt” not deducted on 
the return, an attached affidavit setting forth full details as 
to the item in question indicating that the deduction if 
allowed must rest on other legal grounds, sufficiently com- 
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plies with the statutory requirements so as to constitute a 
valid claim.—District Court of the United States, E. D. of 
Penn., in Philip Wunderle v. Blakely D. McCaughn, formerly 
Collector. No. 13938. 


Refund of Taxes—Effect of Section 611, Act of 1928.— 
The removal of the bar on collection by Section 611 of the 
1928 Act is not retroactive to the extent of removing a bar 
which had already attached when the tax was paid, and 
in any event the said section cannot be applied in a case 
involving no formal stay of collection.—District Court of 
the United States, Macon Div. of the Middle District of 
Georgia, in Burden, Smith & Company v. United States. 
Law No. 54 

Reorganizations—Amortization of Bond Discount.—A 
new corporation resulting from a consolidation of several 
corporations, having taken over the assets and assumed the 
liabilities of the old corporations, while technically a dis- 
tinct legal entity, is to all practical intents and purposes a 
mere continuation of the old corporations and is entitled 
to the same deduction on account of amortized bond dis- 
count that one of the old corporations would have been 
entitled to if the reorganization had not taken place.— 
United States Circuit Court of Appeals, Fourth Circuit, in 
Western Maryland Railway Company v. Commissioner of In- 
ternal Revenue. Decision of the Board of Tax Appeals, 
12 B. T. A. 889, reversed. 


Revocable Trusts, Taxation of.—The taxation of the 1924 
income of a revocable trust to the grantor, under the 1924 
Act, is not unconstitutional though the trust was created 
prior to the enactment of the 1924 Act. —United States Cir- 
cuit Court of Appeals, Second Circuit in Charles A. Corliss 
v. Frank K. Bowers, Collector. 


Statute of Limitations—The collection of taxes for 1917 
after the expiration of the statutory period was unlawful 
where the waiver executed after the statute was run was 
not supported by a consideration. On authority of the 
decision in Joy Floral Company v. Commissioner of Internal 
Revenue, 29 Fed. (2d) 865. —District Court of the United 
States, W. D. of Pennsylvania, in Spear and Company, Ince. v. 
D. B. Heiner, Collector. No. 5609 Law. 


The removal of the bar on collection by Section 611 of 
the 1928 Act is not retroactive to the extent of removing 
a bar which had already attached when the tax was paid, 
and in any event the said section cannot be applied in a 
case involving no formal stay of collection—United States 
Circuit Court of Appeals, Fifth Circuit, in United States of 
America v. Burden, Smith & Company. 


The filing of a tentative return on Form 1031-T for the 
taxable year 1918 is sufficient to start the running of the 
statutory period of limitation on assessment and collection. 

The Commissioner has the authority to inaugurate and 
require the tentative return method of collecting tax, and 
when that method has been inaugurated, it is presumed to 
be in conformity with law.—United' States Circuit Court of 
Appeals in Thomas W. White, Collector of Internal Revenue, 
v. Hood Rubber Company. No. 2338. Oct. term, 1928. 


A return on a calendar year basis filed by a taxpayer 
keeping books on a fiscal year basis does not start the run- 
ning of the statute of limitations, which does not begin to 
run until a return or returns are filed which at least pur- 
port to cover the period involved, and where two returns 
are filed each including a part of the taxable year, the stat- 
ute does not run until it expires as to both returns.—U. S. 
Circuit Court of Appeals, Ninth Circuit, in Paso Robles 
Mercantile Company, a Corporation, v. Commissioner of In- 
ternal Revenue. No. 5758. Decision of the Board of Tax Ap- 
peals, 6 B. T. A. 931, affirmed. 


A waiver covering the limitation period for refund of 
prior year taxes paid by a corporation merged with another 
corporation is valid where the waiver was executed and 
filed by the new corporation, the merger under Pennsyl- 
vania laws being merely a readjustment of the relation of 
the original shareholders among themselves.—United States 
Circuit Court of Appeals, Third Circuit, in D. H. Phillips, 
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Collector of Internal Revenue, v. The Lyman H. Howe Films 
Company. No. 3979. 


Suits Before the Court of Claims.—Proceedings before 
the Board of Tax Appeals under the 1924 Act having ended, 
the taxpayer is in a position to maintain suit before the 
Court of Claims though it was instituted while the petition 
to the Board was pending.—Court of Claims of the United 
States in The Daily Pantograph, Inc., a Corporation, v. The 
United States. No. F-88. 


Significant Decisions of the Board 
of Tax Appeals 


Annuities—Allowance Against Devised Property.—By 
the will of petitioners’ father an annuity of $6,000 a year 
was given their mother, directed to be paid by petitioners. 
By that will certain real property was devised them subject 
to the payment of the annuity. Held, that the annuity was 
a charge against the income from the property and as to 
any arrearage against the corpus, and the income in 1923 
being less than the amount of the annuity, none of it rep- 
resented income taxable to petitioners but the income in 
the following year being in excess of the annuity such 
excess represented income taxable to petitioners for that 
year. Further, held, that payments from personal funds by 
petitioners of arrearages in the annuity did not represent 
losses to them but were capital transactions representing 
items of cost to them of the property in satisfying the an- 
nuity lien —Herbert W. Tullgren and S. Minard Tullgren v. 
Commissioner. Dec. 5299 (C. C. H.), Docket Nos. 32599, 
9738 and 32600. 


Association Distinguished from Trust—Where owners 
of an oil and gas lease organize a trust for the purpose of 
issuing “units” and thus raise money to be used in sinking 
one well and thus ascertaining the value of the lease, and 
where it was their intention to sell the lease as soon as oil 
and gas were discovered, and where the declaration of trust 
provided for the immediate distribution to the shareholders 
of all moneys arising from royalties or the sales of the 
corpus, the Board held that such an organization was not 
an association.—E-xtension Oil Company v. Commissioner, 
Dec. 5263 (C. C. H.), Docket No. 28764. 


Bad Debts.—Deduction on account of an alleged bad debt 
loss was denied in conformity .with Gould Coupler Co., 5 
B. T. A. 499 (Dec. 1911 [C. C. H.]), and other decisions 
that advances and loans made to a subsidiary company or 
between affiliated companies do not result in a deductible 
loss to one of such corporations.—R. H. Comey Co. v. Com- 
missioner, Dec. 5246 (C. C. H.), Docket No. 25125. 


Business Expense.—The Board approved a deduction of 
$53,300.62 as ordinary and necessary business expense of a 
single year, which represented the cost of moving ma- 
chinery from the taxpayer’s plants at Seymour, Connecticut 
and Chicago, IIl., to a new plant at Buffalo, N. Y. Mur- 
dock and Green ‘dissented from the opinion'by Trammell. 
—The Fowler & Union Horse Nail Company, Inc. v. Com- 
missioner. Dec. 5271 (C. C. H.), Docket No. 19114. 


A life insurance agent, who advances the first premiums 
due upon policies he writes for customers, believing and 
expecting that the money will be repaid to him, held, not 
entitled to deduct as “ordinary and necessary expenses,” 
the amounts so paid.—Charles E. Albright v. Commissioner. 
Dec. 5295 (C. C. H.), Docket No. 20786. 


Constructive _Income.—There was no constructive receipt 
of intetest by an officer and large stockholder in a corpora- 
tion who held its promissory notes on which the interest 
was paid where the company did not have surplus cash 
sufficient to pay the interest, although the corporation 
could have sold capital assets to raise the interest money.— 
Marian Otis Chandler v. Commissioner, Dec. 5311 (C. C. H.), 
Docket No. 16259. 


Deductions from Gross Income.—An amount deposited 
in a bank as a separate fund to await the result of a suit 
filed against the petitioner during the taxable year for al- 
leged neglect in the conduct of his profession is not an al- 
lowable deduction in determining his net income.—Leo Op- 
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penheimer v. Commissioner, Dec. 5250 (C. C. H.), Docket 
No. 18816. 


Damages, costs and expenses paid by petitioner on ac- 
count of personal injuries to another person, resulting from 
the operation of his automobile by his minor son on a 
pleasure trip, are not allowable-as a deduction from gross 
income under Section 214 (a) (6) of the Revenue Act of 
1921.—Samuel E. Mulholland v. Commissioner. Dec. 5324 
(C. C. H.), Docket No. 21633. 


Federal Estate Tax.—Policies of insurance payable to the 
decedent if she survived the premium-paying period and in 
the event of her death during the period payable “to her 
executors, administrators or assigned” were properly in- 
cluded in the gross estate, even though the premiums were 
paid by the decedent’s husband.—John Bromley and William 
H. Kinsley, Executors of the Estate of Helen Kinsley Brom- 
ley, Deceased, v. Commissioner. Dec. 5319 (C. C. H.), 
Docket No. 29328. 


Insurance Companies, Taxation of.—Petitioner, an insur- 
ance company, having been allowed deductions for policy 
losses actually paid and also the net additions required by 
law to be made to reserves, is not entitled under the Reve- 
nue Act of 1918 to further deductions of amounts repre- 
senting the increase in reserves set up to cover estimates 
of its probable liability on liability and workmen’s compen- 
sation policies—The Ocean Accident & Guarantee Corpora- 
tion, Limited, v. Commissioner. Dec. No. 5320 (C. C. H.), 
Docket No. 12348. 


Evidence Before the Board.—Revenue Agents’ reports 
not shown to have been used by the Commissioner of In- 
ternal Revenue in the determination. of deficiencies are not 
proof of the adjustment made by the Commissioner even 
though in some instances the deficiencies proposed in such 
reports are identical with the deficiencies found by the 
Commissioner.—Henry T. Wilson v. Commissioner; Mrs. 
Henry Wilson v. Commissioner; Winfred T. Wilson v. Com- 
missioner; F. A. Wilson v. Commissioner. Dec. 5314 (C. C. 
ae Docket Nos. 12080, 2866, 35075, 12082, 28664, 12081, 
28665. 

Partnership Income.—In computing the distributive 
shares of partners in the net income of a partnership, the 
Commissioner need not, as a general principle, take into 
consideration and make adjustments for the fact that an 
asset of the partnership sold during the year might, as to 
the various partners, have different bases for gain or loss 
if the various partners had owned undivided interests as 
individuals in this particular asset—Henry Wilson v. Com- 
missioner; Mrs. Henry Wilson v. Commissioner; Winfred T. 
Wilson v. Commissioner; F. A. Wilson v. Commissioner. 
Dec. 5314 (C. C. H.), Docket Nos. 12080, 28666, 35075, 
12082, 28664, 12081, 28665. 


Payment by partners of a sum of money to the widow of 
their father, pursuant to an antenuptial agreement, does not 
serve to reduce their distributive shares in the partnership 
profits—Lester G. Hathaway v. Commissioner; Alton H. 
Hathaway v. Commissioner; Elmer F. Hathaway v. Commis- 
sioner; Walter W. Hathaway v. Commissioner. Dec. 5321 
(C. C. H.), Docket Nos. 27360, 27361, 27362 and 27363. 


Property Exchanges.—A transaction by which the owner 
of a mortgage upon property takes such property and dis- 
charges the mortgage obligation constitutes an exchange 
of property for other property and gives rise to taxable 
gain or deductible loss, measured by the difference between 
the cost of the mortgage and the market value of the prop- 
erty.—Henry Heldt v. Commissioner, Dec. 5258 (C. C. H.), 
Docket No. 29095. 


Special Assessment.—1. ‘The mere fact that a mixed ag- 
gregate of tangible and intangible assets were paid in for 
stock and it is impossible to determine the respective values 
of the two classes of assets at the time of acquisition is no 
ground for special assessment where a value for the mixed 
aggregate was allowed in invested capital equal to the par 
value of the stock issued therefor without any reduction on 
account of intangibles so acquired, and where it is not 
shown that the total value of the mixed aggregate exceeded 
the par value of the stock issued therefor. 
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asset to League membership. It is being published by order of the 1928 convention under the 
direction of the Executive Committee which has fixed the price practically at cost. Complete in- 
formation concerning the Commercial Law League of America is contained in this work which 
covers its history from its inception in 1895 to the present date. 


The book, which is nine by six inches, is durably and attractively bound in semi-flexible imitation 
brown leather with the title and seal of the League embossed in gold. The loose-leaf binder is the 


finest type made—being the Heinn Company “Speedlock” which is easily operated when additions 
are made to the book. } 


It will be kept up-to-date by the insertion of new copy supplied by the League annually. This will 
include new and revised rosters of the entire membership, lists of house agencies, changes in League 
law and any other matter pertaining to the volume. An exhaustive index is included. The type 
is large and clear and the book is beautifully and artistically done and will prove a handsome orna- 
ment to the finest desk. 


Special Committee to Revise the League Law 


Marshall D. Wilber, Chicago; Harry Hertzberg, San Antonio; Wm. H. Montgomery, Poughkeepsie; Thad. 
M. Talcott, South Bend; George Burns, Rochester; Thomas F. Dolan, Boston; Martin J. Teigan, Ex-Officio, 
Chicago; Frederick A. Lind, Chicago, Chairman: 


Partial Table of Contents 


History of the Commercial Law League of America 

Roster of officers of the League, including members of the Executive Committee 

Conventions, attendarce and presiding officers 

Constitution, by-laws and operative resolutions of the League 

Selected chapters from William C. Sprague’s book, ““The Commercial Lawyer and 
His Work” 

Selected articles on practice of Commercial Law by former presidents and other mem- 
bers of the League 

Article on law office management 

Article on parliamentary law 

Article on the business side of practicing law 

Rulings and opinions of Executive Secretary 


Orders should be sent to the office-of the Executive Secretary which has charge of 
the distribution of this book. SEND IN YOUR CHECK TODAY. 
PRICE TWO DOLLARS AND FIFTY CENTS. 


—COUPON — 
COMMERCIAL LAW LEAGuE OF AmerRICcA, 137 South La Salle Street, Chicago. 


Enclosed please find my order for copy of HANDBOOK OF COMMERCIAL LAW 
LEAGUE OF AMERICA, priced $2.50, postpaid. I enclose check , Money order 
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2. A contract may be advantageous in the sense that 
substantial profits were made thereunder, but where the 
evidence shows that the contract was entered into with 
mutual consideration on both, sides and that the considera- 
tion given by the party claiming an abnormal condition on 
account of the value of the contract does not appear to 
have been less than a reasonable consideration, based on the 
profits which resulted therefrom, held that no basis for 
special assessment exists on account of such contract. 


3. The fact that Section 331 of the Revenue Act of 1918 
requires the exclusion of all assets from the invested capi- 
tal of corporation A, one of the two members of an aff- 
liated group, is no ground for special assessment when it is 
not shown that corporation B, the other member of the 
affiliated group, from which the assets passed, through the 
medium of an intervening stockholder, to corporation A, 
would have been entitled to special assessment had corpora- 
tion A not been formed and the assets transferred thereto. 
—Sonora Phonograph Company, Inc., and Sonora, Inc. Vv. 
Commissioner. Dec. 5291 (C. C. H.), Docket No. 7419. 


Statute of Limitations—A waiver signed by the tax- 
payer but not executed by the Commissioner or by one on 
his behalf, is not binding on anyone, and does not extend 
the period of limitation. 


Waivers executed on behalf of the taxpayer by parties 
not authorized to execute the same are not effective to stay 
the running of the statute of limitation—Chadbourne & 


Moore v. Commissioner, Dec. 5248 (C. C. H.), Docket No. 
17066. 


Where the last day of the period in which the Commis- 
sioner may make an assessment falls on Sunday an addi- 
tional day in which to assess is not allowed him by the 
statute. Decision in Johnson v. Myers, 54 Fed. 417, held to 
be controlling—National Casket Company v. Commissioner, 
Dec. 5284 (C. C. H.), Docket No. 19982. 


Neither the acceptance of a return and the assessment of 
a tax thereon, nor a letter from the respondent to the peti- 
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tioner indicating the allowance of an amortization deduc- 
tion and requesting petitioner’s acquiescence therein for 
purpose of determining net income as a basis for consider- 
ing special assessment, constitute a “tentative allowance” 
of the amortization deduction within the meaning of Sec- 
tion 278 (b), Act of 1926, which makes the ordinary statute 
of limitations inoperative in cases of such tentative allow- 
ance.—Ohio Falls Dye & Finishing Works v. Commissioner, 
Dec. 5261 (C. C. H.), Docket No. 20395. 


Where more than six years elapsed from the date of an 
assessment against a taxpayer to the enactment of the 
Revenue Act of 1926, an assessment against the transferee 
of the assets under Section 280 of that Act is barred by the 
statute of limitations—William J. Hynes v. Commissioner, 
Dec. 5305 (C. C. H.), Docket No. 31382. The facts involved 
in this case were similar to those in the case of United States 
v. Updike, 25 Fed. (2nd) 764; C. C. A. decision made Apr. 
2, 1929, not yet reported; certiorari denied, 271 U. S. 661. 


Taxation of “Productive” Personal 
Property 
(Continued from page 310) 

the property base as the chief or exclusive tax base of 
the modern state be speedily abandoned. For those en- 
terprises which are willing to pay their fair share of 
government costs this course offers no hardship. The 
chances of escape, due to the work of the Federal In- 
come tax, are more limited than formerly. The cer- 
tainty and the equity of the tax should go far in guar- 
anteeing equality of treatment to business competitors. 
Yet it is probable that Illinois must amend its present 
constitution before an equitable business tax of this 
description can be adopted. 


Conditions in Negotiable Instruments 


This apparent paradox is the title of a leading article by 


PROFESSOR RALPH W. AIGLER 


of the Law School of the University of Michigan, appearing 
inthe — 


MARCH ISSUE 


THE MICHIGAN LAW REVIEW 


Law School, Ann Arbor, Michigan 









Two or three such leading articles in each issue. 






Tax Decisions:—The important recent decisions in 
all branches of the law are abstracted and anno- 
tated. 


You may place my name on the mailing list of the 
Michigan Law Review and bill me therefor at $3.50 
the year. 


(Inclose this with one of your letterheads to Michi- 
gan Law Review, Law School, Ann Arbor, Mich.) 
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Individual Fiduciaries 


800 
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FROM THE FOREWORD 


“Mr. Davis now makes available trustworthy data 
regarding the various phases of accounting on the 
part of fiduciaries. Court accountings are numerous 
and important, much more so than we appreciate. We 
have partition suits, assignments, dissolution of cor- 
porations, mechanic liens, and most numerous of all, 
estate accounting of every description ... . disputes 
which arise in the settlements of ordinary estates and 
the bitter fights over other estates. Many of these 
would be avoided if lawyers, accountants and business 
men were better acquainted with the principles and 
practice of legal accounting and court auditing.”— 
Robert H. Montgomery, C. P. A., member of the New 
York Bar, Author, Montgomery, Income Ta«es, etc. 
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Death Taxes—Survey of Legal Principles 
(Continued from page 314) 


—being considered the thing itself—is subject to a different rule. 
(See Blackstone v. Miller, supra.) 

(i) Mortgages are subject to taxation in the jurisdiction 
in which the land lies on the theory that the tax is imposed 
upon the mortgagee’s interest in the real estate. (Savings 
Society v. Multnomah County, supra.) So far as has yet been 
decided, the note or bond secured by such mortgage is subject 
to the same rules of taxation as an unsecured note or bond. 
(See supra 2 and 3, g and h.) 

(j) Corporate stock. Shares of stock in corporations or- 
ganized under state laws may be given a situs for the purpose 
of taxation within the state of incorporation. (Corry v. Balti- 
more, supra.) It is undecided whether under these circum- 


stances such shares of stock may also be taxed at the domicil 
of the owner. 


(k) Shares of stock in national banks are by federal statute 


subject to taxation only in the state in which such banks are 
located. 


The attempts of the states to apply uniform rules of taxation 
to all classes of property have made possible the various judi- 
cial distinctions here shown. And the end is not yet. Our 
summary has indicated some of the questions which are not yet 
decided. There’ are among our most learned attorneys differ- 
ences of opinion as to the meaning of some of the decided 
cases and as to probable decisions of the undecided matters. 
If among those of trained minds and technical knowledge there 
is this failure to understand and to agree, what is the position 
of the layman? 


The foregoing tabulation by no means exhausts the 
items giving rise to questions of situs. New questions 
are continually cropping up. Take for instance the 
question as to the situs and consequent taxability of 
shares in investment trusts. When the property of the 
holder of the shares of an investment trust is regarded 
in its essence it will be obvious that its situs may theo- 
retically be in several or many states other than the state 
of domicil,. depending upon where the corporations 
whose securities are held in the trust are organized. 
There is support both in authority and principle for the 
proposition that the situs of a beneficial interest in 
stock of a corporation organized under the laws of one 
state owned by a person domiciled in another state, the 
stock being held in trust, is in the state where the cor- 
poration is organized but it must be admitted that this 
situs is theoretical as opposed to and distinguished from 
practical situs, particularly where the trustee is not sub- 
ject to the jurisdiction of the state where the corpora- 
tion is organized. Questions of this kind never arise 
unless the trustee is within the state asserting jurisdic- 
tion to tax or there is other property within the juris- 
diction in consequence of which full disclosure of prop- 
erty holdings must be made. In some states it is claimed 
that the presence of certificates of stock of foreign 
corporations in a state other than a domiciliary state 
confers jurisdiction upon the taxing state to assess 
death taxes thereon. In the opinion of the writers this 
claim has no basis in authority or sound principle. 
(Matter of McMullen, 199 App. Div. 393, Aff’d 236 
N. Y. 518.) Such stock may, however, having “busi- 
ness situs” form part of the capital invested by a non- 
resident in the state and as such may be held to have 
situs in a taxing state. 


Pledged Stock 


The situs of the interest of a nonresident pledgor 
in stock of a corporation organized under the laws of 
the taxing state imposing tax upon the transfer of all 
property of nonresidents within the jurisdiction, has 
been held to be in the taxing state. The situs of the 
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interest in question is obviously “theoretical” and im- 
plies the ownership of other property which required 
the disclosure of the pledge contract by the legal repre- 
sentatives of the pledgor. The case has not come to our 
attention raised in the question as to situs of the 
pledgee’s interest in such stock in the circumstances. 


In considering questions of situs of property for pur- 
pose of death taxation the distinction between the tax 
imposed on intangible personal property of residents 
of the state on the theory of domicil regardless of situs 
and that imposed on property regardless of domicil 
should be borne constantly in mind. 


Since the actual fact of situs is such an important 
factor in determining liability of property for tax both 
in resident and nonresident estates, the layman, trust 
officer, or fiduciary required to deal with death tax 
returns should bear always in mind that situs is not 
merely a theoretical abstraction but a very practical and 
important question, and that it is a question which re- 
quires the advice of competent counsel before liability is 
conceded. Merely because a state taxing agency re- 
quires or demands that certain property be listed in 
the schedules for tax does not imply that the State, 
under the proper theory of situs, has a right to impose 
the tax, and, in our opinion, the question of situs and 
its proper application is more often overlooked than 
any other important question relating to the taxation of 
estates. 


The Tax Problem of Unreasonable 
Salaries 
(Continued from page 306) 


allowed a corporation of which he is a salaried official. He, 
like any other taxpayer, must establish his affirmative right 
thereto by independent proof when seeking to recover an al- 
leged illegal tax exaction. 


But what better proof does the Court want than the 
finding of the Treasury Department, when that find- 
ing is upheld by the Court itself? The fact that that 
finding appeared in a separate proceeding in which the 
corporation was the plaintiff does not alter the truth 
of the finding. It is proper, as shown in our reference 
to Louis Cohen v. Commissioner of Internal Revenue, 
supra, in considering the nature of a transaction as to 
one taxpayer to take note of its nature as to another 
taxpayer. The color of a horse in the hands of the 
buyer is no different from its color in the hands of the 
seller. Nor is a distribution of profits as to the cor- 
poration anything but a distribution of profits as to 
the shareholder. 


From the conclusion that the unreasonable amounts 
disallowed as salaries were in fact a distribution of 
profits, as to the individual no less than as to the cor- 
poration, we may proceed to the further conclusion 
that they were- dividends. Section 201(a) of the 
Revenue Act of 1921 specified that the term dividend 
meant “any distribution made by a corporation to its 
shareholders or members, whether in cash or in other 
property, out of its earnings or profits accumulated since 
February 28, 1913”. Note that it is not a distribution, 
but any ‘distribution. A distribution to shareholders of 
earnings accumulated since February 28, 1913, is there- 
fore necessarily a dividend. 


suc 
sut 
tio: 
dis 
or 

det 


sid 
the 
sig 





hie 


‘y 


cher 
ince 
ion, 
; of 


ere- 








August, 1929 


The Court objects, however, in regard to the dis- 
allowed amounts paid by J. Livingston & Company, that 
“dividends are not declared and paid in the way and 
manner herein claimed and there is no record of the 
declaration or payment of any dividends to stockholders 
whatever”. It is true that the amounts were paid in 
the form of salary, and that there was no formal 
declaration of dividends. But such formal declaration 
is not necessary. In Chattanooga Savings Bank v. 
Brewer, 17 Fed. (2d) 79, the Circuit Court of Appeals, 
Sixth Circuit, states: 

The case was tried without a jury and the court found 
among other things that the amounts paid to Key and James 
during the year 1920 were dividends under Section 201 (a) 
of the Revenue Act of 1918 (Comp. St. §6336% b), and as 
such were subject to a tax for that year. We think ‘there is 
substantial evidence to support the finding. A formal declara- 
tion of the dividend was not necessary. Spencer v. Lowe (C. 
C. A.) 198 F. 691, Smith v. Moore (C. C. A.) 199 F. 689. Any 
distribution by the company to its shareholders, out of earnings 
or profits accumulated since February 28, 1913, was a divi- 
dend within the meaning of Section 201 (a) of the Revenue Act. 

The Court, however, in the cases here under con- 
sideration, notes that when the commissioner rejected 
the refund claim in the case of the individual he as- 
signed, among other reasons, “that as the sums paid to 
the plaintiff as salary in 1920 and 1921 bore no rela- 
tionship to the plaintiff's proportionate ownership of 
stock of the corporation they were not deductible as 
dividends received”. The court then goes on to contend 
that the sums paid the plaintiff were “in no way 
predicated upon his holdings in the corporation”. But 
the statute does not require that. As quoted above, a 
dividend is “any distribution by a company to its share- 
holders, out of earnings or profits”. We can, however, 
show affirmatively that the distribution need not be in 
proportion to stockholdings. In Breslin v. Fries-Breslin 
Co., 70 N. J. L. 274, 58 Atl. 313, the common stock 
was held in very much the same ratio as here. Specifi- 
cally, the common stock in the Fries-Breslin Company 
was held as follows: 


pe oS re 200 shares 
ES en Oe eee een eee 100 shares 
RMN IENEN his Rave avid Gide tiaras ween 100 shares 


400 
The Court in that case found that “in crediting the 
profits, the so-called preferred stockholders were first 
credited with amounts equal to 15 per centum per an- 
num of the face value of their stock, and the balance 
of the ascertained profits was credited up in equal thirds 
to the individual accounts of John M. Carrol, Breslin, 
and Fries”. The Court then stated that “the trial 
justice further charged the jury, in effect, that, when- 
ever the directors set apart a portion of the profits of 
the company for division among the stockholders, it is 
their prima facie duty to apportion the dividend among 
the stockholders pro rata to their several holdings, but 
that if all the stockholders who are entitled to partici- 
pate in the division authorize, ratify, or acquiesce in 
any distribution of the fund among themselves, differ- 
ing from the ordinary pro rata division, the directors 
may make the division in accordance with such authori- 
zation, ratification, or acquiescence of all the stock- 
holders”. Then the Court held that “these instructions 
were fully warranted by the evidence, and in our opin- 
ion, they embody no error in law’. The Court further 
stated: “It is true that the directors are trustees for 
the several stockholders, charged with the duty of 
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properly apportioning among them the moneys thus 
set apart for their use. And so the judge charged the 
jury. But it cannot be doubted that the stockholders 
may by unanimous consent adopt and become bound 
by a different mode of division’. 

It is sufficient, then, that the distribution in the cases 
here considered, in order to constitute dividends, were 
made to shareholders out of earnings. Now, then, divi- 
dends are deductible by the recipients in computing 
the normal tax. Section 216 of the revenue act of 1921. 
quoted by the Court, provides: 


That for the purpose of the normal tax there shall. be al- 
lowed the following credits: 


(a) The amount received as dividend (1) from a domestic 
corporation. 


But the Court protests, in the case of the individual, 
that “it is at once apparent that the sums received by 
the plaintiff were not received as dividends”. How- 
ever, if they were dividends, as we have shown, they 
cannot, by any incantation, be received as anything else. 
One cannot make a dividend a salary by calling it that. 
In Douglas v. Edwards, 298 Fed. 234, the court stated: 

There is no question of good faith in regard to these entries ; 
but it is well at the outset to realize that, in this case, the 
rights of the parties can neither be established nor impaired 


by the bookkeeping methods employed, or by the names given 
to the various items. 


We need carry the argument no further, except to 
point out a case on all fours with our own in which a 
circuit court has recognized specifically the correctness 
of our entire argument, although that recognition ap- 
peared only in the form of dictum. In Winant, et al., 
Exrs. v. Gardner, 29 Fed. (2d) 836, the facts were pre- 
cisely the same as in the case of the individual here 
considered. But the suit in that case was instituted prior 
to the passage of the Revenue Act of 1924. Section 
1014(a) of that act removed the necessity of showing 
duress or protest, but applied only to suits instituted 
after the act was passed. In suits instituted prior there- 
to it was necessary to prove duress or protest. As a 
result, the fact that the plaintiff failed to make his pay- 
ment of taxes under protest was a bar to recovery. The 
circuit court in that case stated: 


In spite of the injustice of the result, we find no escape. 
Winant or his executors were obliged to anticipate the pos- 
sibility that the salaries might be treated in part as dividend 
distributions, and provide against that possibility by protest. 
Not having done so they exposed themselves to a recalcula- 
tion of the company’s tax, without any corresponding reduc- 
tion in their own. Happily, such a situation can no longer 
arise, but we have no power to compel the defendant to 
concede what justice would seem to demand. 


Mark the words: “Happily, such a situation can no 
longer arise.” This is dictum, but it indicates very 
clearly the opinion of the Circuit Court of Appeals, 
Second Circuit, on such cases as those here under con- 
sideration, and serves to close the separate links of 
argument that we have drawn from other decisions. 

We conclude, then, that the decision of the Court 
of Claims in the case of Johnston Livingston v. The 
United States was erroneous. We are certain, more- 
over, that Congress never intended such an unjust re- 
sult, that it never planned to snare the taxpayer, 
through his natural and legitimate desire to pay a 
minimum tax, into a payment twice of the normal tax 
on the same income. It is only just to expect, in ac- 
cordance with the assurance of the Circuit Court of 
Appeals, above quoted, that “such a situation can no 
longer arise”. 































































































































































































330 THE NATIONAL INCOME TAX MAGAZINE August, 1929 




















Just 
What 


Youve 
Wanted! 








Cue. a 


i 


Et 





ie a 


Send in the coupon below for this new 


TAX SERVICE CABINET 
SPECIAL CONSTRUCTION—LOW PRICE 


You can now have a permanent, handy cabinet for your Tax Services and books on kindred 
subjects. Segregated—at YOUR elbow—easily kept in apple-pie order, and best of all, made 
to fit your personal requirements. 


This specially constructed cabinet is the result of a survey made among tax practitioners. 


These users of Tax Services are enthusiastic in welcoming a case designed for utility, efficiency 
and comfort. 


Hand made by skilled cabinet makers, of sturdy construction, hand rubbed and mahogany 
finished. 


It contains two shelves at JUST THE RIGHT SLANT, each twenty-eight and one-half 
inches long which will house twenty volumes of Commerce Clearing House Services. 


So certain are we that you wish to own this cabinet that we have manufactured a large 
quantity and now offer you the privilege of ordering them on approval. 


$16.00 plus express charges. 
(From Factory in Herkimer, N. Y.) 


Cabinet Goes on Approval 


Beni: Specialty Office Equipment Co. 
Specialty Office Equipment Co., I. T. 8-29 531 So. Franklin St. 


531 So. Franklin Street, 
Chicago, Illinois. 


Please express the Service Cabinet to: 


CHICAGO, ILLINOIS l 










HOME CABINET—TOO 


This is also a wonderful convenient piece of furni- 
ture for the Home. We will give $1 discount 
on each cabinet where more than one is ordered. 


—~ 


It 1s understood that I have the privilege of examination for 
five days, by which time I will remit $16.00, or hold cabinet 
subject to your instructions. 


| 
| 
| 
| 





